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The Hopes and the Crosbys are, un- 
doubtedly, abreast of the situation, but 
many of the lesser lights in the enter- 
tainment world probably will be sur- 
prised to learn that their talents may 
be used more appropriately through 
the medium of a corporation. Marvin 
J. Levin and Morton J. Mitosky indi- 
cate some ways in which artists and 
entertainers .may avoid the pitfalls 
which are present when the advantages 
of capital gains and relief from high- 
bracket taxes are being sought. 
Farmers will appreciate the articles 
by Harry M. Halstead and Charles 5S. 
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which the tax man will find of interest 


begins a new one. * 
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25 per cent of the estate which the daughter would receive upon 
her father’s death. The action was successful and, when her 
father died, she was his sole beneficiary and executrix. She did 
not claim these fees as a deduction against the estate and they 
were not included in the estate tax return. However, upon a 
claim for a refund of these fees as estate taxes erroneously paid 
and collected, as they constituted an allowable claim against the 
estate under the laws of California, a deduction was proper under 
Section 812 (b) and the refund was allowed. 


RESOURCEFULNESS in meeting competi- 
tion gains recognition. A corporation was in competition with 
other industries. In order to hold its old employees, attract 
new employees and cut down its labor turnover, it renovated and 
conveyed a farmhouse and grounds, which it owned, to its fore- 
men’s association so that all of its employees could use the 
premises for recreational purposes. The costs and expenses 
involved were deductible as ordinary and necessary business 
expenses. “Necessary” does not mean “indispensable” and ex- 
penses are “ordinary” if they are “within the norm of general 
and accepted business practices.”—Slaymaker Lock Company, 
CCH Dec. 19,187, 18 TC —, No. 125. 


ConTROL, PROFIT AND USE are some 
of the elements which are considered in deciding whether property 
is subject to taxation. So where a railroad provided a hospital 
for its employees and it was shown that the railroad had no 
effective control over its operation, that no profit accrued to any- 
one and that no part of the property was used for other than 
hospital purposes, the railroad was entitled to have such real 
and personal property removed from the state tax rolls——The 
Atchison, Topeka and Santa Fe Hospital Association v. State, CCH 
Kansas Tax Reports § 24-002 (S. Ct. Kan.). 


IsoLATE the social and personal benefits, if 
you want to deduct the cost of that party. A doctor entertained 
fellow doctors and made gifts to staff members of a hospital, 
hoping thereby to get referral patients for his specialized prac- 
tice. The business purpose could not be sufficiently separated 
from the social or personal benefits received, according to the 
Wisconsin Board of Tax Appeals, to allow the deduction of the 
outlays incurred as business expenses.—Hurwitz, CCH WIscon- 
sIn Tax Rrvorts § 200-581. 
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The Supreme Court 


One lower court opinion was approved, 
another reversed, as the United States Su- 
preme Court handed down decisions in two 
federal tax cases on November 10. 


In Arrowsmith, Executor (Bauer Estate) v. 
Commissioner, 52-2 ustc 19527 (CA-2), the 
Court affirmed the ruling that liabilities 
which taxpayers incurred and paid as trans- 
ferees in 1944 under a judgment were directly 


related to and would not have existed except’ 


for a capital distribution made by a cor- 
poration to those taxpayers in earlier years 
and are deductible as capital losses. 


In U. S. v. Beacon Brass Company, Inc., 
et al., 52-2 ustc § 9528 (DC Mass.), the 
Court reversed and remanded a decision 
of the lower court. The Court held that 
the making of fraudulent representations to 
a Treasury agent to support a fraudulent 
return is punishable under Code Section 
145, which carries a six-year limitation 
period during which prosecution may be 
begun, rather than only under Section 35 (a) 
of the Criminal Code, which carries a three- 
year limitation period. 


THER recent action of the Court includes 

the denial of certiorari in the following 
federal tax cases: Centracchio v. Garrity, 
52-2 ustc 9413; Central Cuba Sugar Com- 
pany v. Commissioner, 52-2 ustc { 9390; 
Davena, Jr. v. U. S., 52-2 ustc J 9392; Peckat 
Manufacturing Company v. Jarecki, 52-1 ustc 
19344; Roberts Dairy Company v. Commis- 


sioner, 52-1 ustc § 9286; Gusmer, Inc. v. ° 


McGrath, 52-1 ustc 9297; Theriot v. Com- 
missioner, 52-1 ustc 9339; and Duveen 


Brothers, Inc. v. Commissioner, 52-1 ustc 
{ 9335. 


Petitions for rehearing were denied in 
two cases in which certiorari had previously 


Washington Tax Talk 


Supreme Court Decisions . . . 


Swiss Tax Treaty Ratified . . . 


More Districts Reorganized 


Washington Tax Talk 


been denied. These are: 58th Street Plaza 
Theatre, Inc. v. Commissioner, 52-1 UustTc 
79248 and White v. Commissioner, 52-1 
ustc J 9330. 


b pens federal tax cases have been placed 
recently on the Court docket. The cases 
and their summaries are listed below: 


Goe v. Commissioner, 52-2 ustc {9420 
(CA-3).—It is unnecessary for the Com- 
missioner to link unexplained bank deposits 
with an identified income-producing activity 
where there existed reasonable basis for an 
inference that the deposits represented unre- 
ported income. Consequently, in the absence 
of a speculative and arbitrary determination 
by the Commissioner and the Tax Court, 
the conclusion that the taxpayer fraud- 
ulently failed to report taxable income and 
the imposition of fraud penalties were sus- 
tained. Docket No. 416. Certiorari applied 
for, October 25, 1952. 


Holmes Projector Company v. U. S., 52-2 
ustc 9404 (Ct. Cls.).—The full amount 
of earnings from contracts subject to renego- 
tiation was taxable income to taxpayer on 
the accrual basis for the year in which such 
amounts were payable under terms of such 
contracts, subject to proper adjustments for 
such year because of renegotiation in a 
subsequent year and a consequent reduction 
of the total receipts or profits. Taxpayer 
was not entitled to a refund; its contention 
that income was received in the year of 
the renegotiation was without merit. Docket 
No. 425. Certiorari applied for, October 29, 
1952. 


bane Supreme Court has noted jurisdic- 
tion in three state tax cases, has dismissed 
an appeal in one and has had two new cases 
placed on its docket. 
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Jurisdiction has been noted in Esso Stand- 
ard Oil Company v. Evans, 2 stc {J 250-179 
(Tenn. S. Ct.), and in a companion appeal by 
the federal government from the same decision, 
U. S v. Evans. The state court ruled that a 
company which contracts with the federal 
government to store gasoline and distribute 
it on government orders is liable for a tax 
on the privilege of storing the fuel. Juris- 
diction has also been noted in Howard, et al. 
v. Commissioners of the Sinking Fund of the 
City of Louisville, CCH Kentucky Tax RE- 
ports { 78-004 (Ky. App.). The state court 
had ruled that after Congress ceded to the 
state and its subdivisions partial jurisdiction 
of the area upon which a-federal ordnance 
plant stood, Louisville could properly annex 
the area and collect its occupational license 
tax from persons employed there. 


The case dismissed was Ashton Power 
Wrecker Equipment Company v. State of 
Michigan, 2 stc {250-162 (Mich. S. Ct.). 
In this case involving the installation of 
wrecker equipment on out-of-state cus- 
tomers’ trucks, the state court had held 
that the state’s retail sales tax is still appli- 
cable to sales with “incidental” interstate 
aspects. 


An appeal has been filed in Penn-Dixie 
Cement Corporation v. Dickinson, 2 stc 
7 250-176 (Tenn. S. Ct.). The state court 
upheld a retroactive 1951 statute denying 
corporations the right to deduct federal 
income taxes for excise tax purposes. Docket 
No. 408. Appeal filed October 22, 1952. 


Certiorari has been applied for in District 
of Columbia v. Catholic Educational Press, 
Inc., CCH Districr or Cotumpira Tax RE- 
ports ff 24-008 (D. C. Board of Tax Appeals). 
The publications of a corporation which 
relate to the science of education and the 
art of teaching bring it under the tax-exempt 
status of a scientific institution. Docket No. 
412. Certiorari applied for, October 24, 1952. 


The Secretary 


Switzerland Estate Tax Treaty.—Instru- 
ments of ratification of an estate tax con- 
vention between the United States and 
Switzerland were exchanged on September 
17, 1952. The convention is effective only 
as to estates or inheritances in the case of 
persons who die on or after the date of 
exchange. Taxes covered are the United 
States federal estate tax and the Switzerland 
estate and inheritance taxes imposed by 
the cantons and any political subdivisions. 
Credit provisions on a decedent’s property 
located in either of the two countries do 


not apply in regard to property situated 
outside both of the countries and subject 
to tax by both countries. 


The Bureau 


Bureau reorganization.—Installation cere- 
monies for the Seattle District, ninth to be 
formed under Reorganization Plan No. 1 
of 1952, were held October 31 in Seattle. 
Dallas A. Sims is the new district com- 
missioner. He will have charge of internal 
revenue activities in the States of Wash- 
ington, Idaho, Montana and Oregon, and 
also the Territory of Alaska. 


District commissioners for three new 
districts announced Jast month are: Ellison 
C. Palmer, Atlanta District; Raymond J. 
Roderick, Louisville District; and Theodore 
H. Feig, St. Paul District. 


Reorganization of four more internal reve- 
nue districts has been announced. A new 
Philadelphia District will contain the States 
of Pennsylvania, New Jersey and Delaware. 
The States of Missouri, Kansas and Arkansas 
have been formed into the St. Louis Dis- 
trict. Dallas, Texas, will be the head- 
quarters for a new district comprising the 
States of Texas and Oklahoma. Center of 
internal revenue activity for the States of 
Alabama, Mississippi and Louisiana will be 
in Birmingham, Alabama. 


Self-insured plan benefits taxable to em- 
ployee.—Recently issued I. T. 4107 rules 
that self-insured plans established by em- 
ployers, which provide for the payment of 
sickness or accident disability benefits to 
their employees and which are not in them- 
selves plans of insurance within the meaning 
of Code Section 22 (b) (5), do not become 
plans of insurance merely by virtue of com- 
pliance with state disability benefits statutes 
and approval by the appropriate state agen- 
cies. Benefits received from nonqualifying 
plans are includible in gross iricome of the 
recipients and are subject to withholding. 


Authority delegated.—Authority to grant 
or deny permission to change accounting 
methods or periods is delegated to the head 
of the Technical Rulings Division in the 
office of the assistant commissioner, by 
Technical Reorganization Order No. 6 of 
August 22. The head of the Special Tech- 
nical Services Division in the assistant 
commissioner’s office has been delegated 
the authority to grant or deny permission 
to change accounting periods and methods 
with regard to depreciation and depletion, 
by Supplement 1 to the above technical 
order, dated September 30, 1952. 


934 December, 1952 @ T A X E S — The Tax Magazine 








LX 


Burnet v. Sanford & Brooks Company 


Each Year Must Be Treated as 
a Unit for Income Tax Purposes 


Tax Classics e e by Robert S. Helzman 


al eee: IS NO LUCK in Big League 
baseball,” announced Connie Mack, 
who should know. “In a schedule of one 
hundred and fifty-four games, the lucky and 
unlucky plays break about even... .”* In 
business, however, the season is rather long- 
er, and a transaction (game) may run into a 
different year. May the “lucky and unlucky 
plays” of a single transaction be matched 
so that a taxpayer can “break about even” 
despite the intervention of the calendar? 


For several years the Sanford & Brooks 
Company carried out a contract for dredg- 
ing the Delaware River for the United 
States. For each year the taxpayer reported 
its expenditures and receipts, including 
those made and received upon the dredging 
contract. In 1915 the company abandoned 
the work and brought suit to recover for a 
breach of warranty of the character of the 
material to be dredged. Five years later 
an appellate court affirmed judgment for 
Sanford for the amount by which its ex- 
penses under the contract exceeded its re- 
ceipts. “How about digging up some tax 
for 19202?” the Commissioner coyly sug- 
gested to the dredging company on payday. 
“You can’t tax a transaction where there is 
no profit,” argued the corporation. “What 
we got in 1920 merely offset what we lost 
in 1915, and...” “Never mind 1915,” broke 
in the Commissioner. “We’re discussing 
only 1920, as each year must be treated 
as a unit for income tax purposes.” “In- 
come, y’know, can only be taxed when there 


is gain,” responded the corporation, “and - 


we had no gain if you consider the several 
aspects of the one transaction that took 
place in several years.” “If,” repeated the 
Commissioner tonelessly. 


1Christy Mathewson, Pitching in a Pinch 
(New York, G. P. Putnam’s Sons, 1912), p. 190. 


Tax Classics 


On January 5, 1931, Mr. Justice Stone de- 
livered the opinion of the Supreme Court:? 


“All the revenue acts which have been 
enacted since the adoption of the Sixteenth 
Amendment have uniformly assessed the 
tax on the basis of annual returns showing 
the net result of all the taxpayer’s transac- 
tions during a fixed accounting period, 
either the calendar year, or, at the option 
of the taxpayer, the particular fiscal year 
which he may adopt... . 


“c 


... A taxpayer may be in receipt of 
net income in one year and not in another. 
The net result of the two years, if com- 
bined in a single taxable period, might still 
be a loss; but it has never been supposed 
that that fact would relieve him from a tax 
on the first, or that it affords any reason for 
postponing the assessment of the tax until 
the end of a lifetime, or for some other 
indefinite period, to ascertain more precisely 
whether the final outcome of the period, or 
of a given transaction, will be a gain or a 
loss. 


“The Sixteenth Amendment was adopted 
to enable the government to raise revenue 
by taxation. It is the essence of any system 
of taxation that it should produce revenue 
ascertainable, and payable to the government, 
at regular intervals. Only by such a system 
is it practicable to produce a regular flow 
of income and apply methods of account- 
ing, assessments, and collection capable of 
practical operation. It is not suggested that 
there has been any general scheme for tax- 
ing income on any other basis. The com- 
putation of income annually as the net 
result of all transactions within the year was 
a familiar practice, and taxes upon income 
so arrived at were not unknown, before 
the Sixteenth Amendment... . It is not to 


2 Burnet v. Sanford & Brooks Company, 2 ustc 
{ 636, 282 U. S. 359 (1931). 
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be supposed that the amendment did not 
contemplate that Congress might make in- 
come so ascertained the basis of a scheme 
of taxation such as had been in actual oper- 
ation within the United States before its 
adoption. While, conceivably, a different 
system might be devised by which the tax 
could be assessed, whoily or in part, on the 
basis of the finally ascertained results of 
particular transactions, Congress is not re- 
quired by the amendment to adopt such a 
system in preference to the more familiar 
method, even if it were practicable. It 
would not necessarily obviate the kind of 
inequalities of which respondent complains. 
If losses from particular transactions were 
to be set off against gains in others, there 
would still be the practical necessity of com- 
puting the tax on the basis of annual or 
other fixed taxable periods, which might 
result in the taxpayer being required to pay 
a tax On income in one period exceeded by 
net losses in another.” 


6serFNHE COURTS generally have strictly 

adhered to the principle of individual 
tax periods. As the leading case the lower 
courts frequently quote Burnet v. Sanford & 
Brooks Company.”* “In that case, empha- 
sizing that income taxation is on an annual 
basis, the Court held that a recovery in 
connection with a Government dredging 
contract was income upon receipt in 1920 
notwithstanding that it was only compen- 
satory of business losses incurred under the 
contract in prior years.”* “Each taxable 
year stands by itself,” declared one article ° 
with footnote obeisance to the Sanford & 
Brooks case. 


The principle applies to accrual-basis as 
well as cash-basis taxpayers. An accrual- 
basis builder received part of his considera- 
tion only after suit and judgment in a state 
court. He could not show income in the 
year of accrual but in that of judgment and 
payment. “It causes . . . [this builder] 
great concern and evident anguish that our 
system of Federal taxation is such that each 
tax year is a separate unit, and that, in 
some instances, the taxpayer must deduct 

? Rowland W. Lassen, ‘‘The Tax Benefit Rule 
and Related Problems,’’ TAxEsS—The Tax Maga- 
zine, August, 1942, p. 473. 

*Norris Darrell, ‘‘Discharge of Indebtedness 
and the Federal Income Tax,’’ Harvard Law 
Review, April, 1940, p. 984. 

5 Harold S. Voegelin and Clinton Clad, ‘‘A 


Defense of the Switlik Rule,’’ Taxes—The Tax 
Magazine, October, 1952, p. 802. 
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expenses in an early year and must sur- 
charge his income correspondingly in a later 
year .... This conclusion is reached in spite 
of ... [the builder’s] great effort to con- 
vince us that the rationale of the Sanford 
& Brooks Co. case has no applicability 
where the taxpayer is on the accrual basis.” * 


Ingenious efforts have been made to ex- 
tend this rationale of the “compleat year.” 
A trader argued that his profit for the year 
should be computed on the basis of all pur- 
chases less all sales. Mr. Justice Brandeis 
noted that “whether or not the stock trans- 
actions constituted a trade or business, the 
computation of gross income therefrom by 
deducting from sales of the current year 
the cost of securities sold, as determined 
by the purchase prices of previous years, is 
not comparable to the unsuccessful attempt 
in Burnet v. Sanford & Brooks Co. ... to 
offset gross income of the current year 
against losses or expenses of previous 
years.” * 


Where two corporations transferred to 
two partnerships certain inventories for 
liquidation, the partners were taxed on their 
distributive shares annually, even though 
ultimate gain or loss could not be deter- 
mined until final liquidation was effected 
some years later. It was again Mr. Justice 
Brandeis who referred to the Sanford & 
Brooks Company case in concluding: “Nor 
is. it of legal significance that the liquida- 
tion was not completed until . . . [five years 
later] and that until completion of the liqui- 
dation it could not be known whether the 
business venture, taken as a whole, had been 
profitable. The federal income tax system 
is based on an annual accounting. Under 
that law the question whether taxable profits 
have been made is determined annually by 
the result of the operations of the year.” * 


The pairing of tax and refund often oc- 
curs. The Commissioner disallowed proc- 
essing taxes as a deduction, since that law 
subsequently has been held _ unconstitu- 
tional and the taxes were returned in a 
later year. “The concept of the taxing stat- 
utes is violated if items of either gross in- 
come or deductions for different years are 
commingled. Burnet v..Sanford & Brooks 
Company .... In the case at bar... [the 


* Stark, CCH Dec. 13,244(M), 2 TCM 197 
(1943). 

™Snyder v. Commissioner, 35-1 ustc { 9344, 
295 U.S. 134. 


8 Heiner v. Mellon, 38-2 ustc { 9311, 304 U. S. 
271. 
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Commissioner] seeks to integrate in the 
year... [of tax payment] items of income 
or deductions which came into existence in 
... [later years]. This is not permissible 
_...* A corporation obtained a refund of 
capital stock tax on the ground of non- 
applicability, but there was no option as to 
income tax treatment. “Burnet v. Sanford 
& Brooks Company .. . had indicated that 
income received or accrued and disburse- 
ments made or accrued were automatically 
to be accounted for in the year (calendar or 
fiscal) in which they had actually been re- 
ceived or paid, respectively, or were accru- 
able depending upon the aecounting system 
used by the particular taxpayer.” ™ 


SIMILAR SITUATION exists as to 
the pairing of income and its relin- 
quishment. An executrix was allowed com- 
missions by a probate court, and she 
included them in her tax return. The check 
was deposited in a separate fund until a sub- 
sequent final redetermination greatly re- 
duced it. This was taxable in the earlier 
year. 
income taxes are imposed and must be ac- 
counted for on a yearly basis under the deci- 
sion of Burnet v. Sanford & Brooks Co 


There is also interest upon deficiencies 
that are later refunded. A cash-basis indi- 
vidual deducted interest upon an assessment 
which subsequently was refunded. No re- 
computation was allowed for the year of 
payment. “The income tax laws establish 
strict period of annual accounting as shown 
by ... Burnet v. Sanford & Brooks Co 
The argument that courts ought to allow 
departures from the principle of annual ac- 
counting whenever such departures would 
more nearly reflect true income is an argu- 
ment that proves too much. After all, in- 
come tax returns filed upon an annual 
accounting system particularly by taxpayers 
on a cash basis will never reflect with com- 
plete accuracy what an economist or ac- 
countant would call true income. Taxes 


® Athens Roller Mills, Inc. v. Commissioner, 
43-1 ustc { 9463, 136 F. (2d) 125 (CCA-6). 

Cooperstown Corporation v. Commissioner, 
44-2 ustc {| 9453, 144 F. (2d) 693 (CCA-3). 

1 Anderson v. Bowers, 48-2 ustc { 9414, 170 F. 
(2d) 676 (CA-4). 

2 Procrustes was a stick-up man who com- 
pelled his victims to lie on a couch: He cut 
off such portions of them as extended over the 
bed, while small victims were stretched to fit 
the couch exactly. (Charles Anthon, A Classical 
Dictionary (New York, Harper & Brothers, 
1855), p. 1129.) As a later-day character com- 


Tax Classics 


“This procedure is required because . 


- he fits. Like the Procrustean bed.” 


are not collected, or probably collectible, 
upon the basis of such complete theoretical 
accuracy. To a certain extent the taxpayer 
must lie in one type of Procrustean bed ” or 
another although he may choose among 
several different models.” * 


The rescinding of a plan may raise doubt 
as to the year of income. Officers of a cor- 
poration were allocated securities under a 
plan which was cancelled in a later year. 
“In view of practical necessities, income tax 
accounting with the Government must be on 
an annual basis, Burnet v. Sanford-Brooks 
Co. ... and, therefore, moneys received by 
a taxpayer as his own under a claim of 
right and without restriction as to their dis- 
position are taxable for the year in which 
they are received and retained even though 
in a later year the taxpayer is obliged to 
refund them in whole or in part... .” * 


Forgiveness of interest by a stockholder- 
creditor to his solvent corporation was 
taxed to the latter in the year of cancella- 
tion, not the year of accrual. “The statute 
compels taxation in respect to the true in- 
come and the liability for tax is controlled 
by the statute rather than the permissible 
system of bookkeeping entries that indicate 
debts accrued which it turns out never did 
in fact require payment. The principle is 
applied by the Supreme Court in Burnet v. 
Sanford & Brooks Company... .”™ 


|S hele tgprd he adjustments have only 


book significance. A corporation paid 
a debt for its stockholder, which payment 
the Commissioner treated as a dividend to 
the extent that there was earned surplus. 
The stockholder could not argue that sur- 
plus should be reduced by a deficiency 
assessed against the corporation for a subse- 
quent year. “While this tax might thus be 
considered as having accrued and been 
owing ... and as thus consuming the entire 
remaining surplus as of that date, the neces- 
sity for assessment of taxes on the basis of 
annual accounting periods (Burnet v. San- 


plained to his analyst about fixed and un- 
changing theories of human behavior, ‘‘You 
simply haul or lop or stretch the patient until 
(Elick 
Moll, Night Without Sleep (New York, Bantam 
Books, 1951), p. 45.) 

13 Bartlett v. Delaney, 48-1 ustc { 9158, 75 F. 
Supp. 490 (DC Mass.). 

% Penn v. Robertson, 40-2 ustc { 9707, 115 F. 
(2d) 167 (CCA-4). 

18 Helvering v. Jane Holding Corporation, 40-1 
ustc 7 9280, 109 F. (2d) 933 (CCA-8). 
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ford & Brooks Co. ...) prevents giving this 


effect to the . . . [subsequent] deficiency 
assessment.” * 


Where a company sustained losses in cer- 
tain years, bad-debt deductions could not 
be offset by recoveries in profit years. “This 
question appears to have been decisively 
answered by the opinion of the Supreme 
Court in Burnet v. Sanford & Brooks Co. ... 
which .. . pointed out that in the adminis- 
tration of the Income Tax Law it was not 
only proper but necessary that definite units 
of time, such as a period of twelve months, 
be treated as separate units for the purpose 
of determining in each unit, independently 
of what may have occurred in another unit, 
the net income for that particular period.” ” 


Making good a guarantee may involve 
plural years. An individual guaranteed a 
loan which he subsequently had to honor. 
In the year of his payment, the debtor was 
a going concern but the deduction was al- 
lowed. “In Burnet v. Sanford & Brooks Co. 

. . the Court pointed out that each year 
stands alone... . The circumstances which 
were responsible for lifting ... [the present 
debtor] out of the difficult position it was 
still in as late as .. . [the year when the guar- 
antee was honored] had not yet arisen.” ” 
A broker agreed that if his partners’ shares 
in the business did not reach a stipulated 
figure in any one year, he would make up 
the difference, in which event earnings of 
the subsequent year would first be applied 
against his losses. When the contractual 
contingency occurred, he could not set the 
income of the later year against the ex- 
pense of the earlier one. “To hold other- 
wise would be to allow him to level off his 
taxable income in a high income year by 






“Nowadays, we find it so natural to 
pay taxes to the State, that we have dif- 
ficulty in imagining the moral upheaval 
in the midst of which this custom was 
first introduced. In the fourteenth cen- 
tury, to pay any taxes other than excep- 


1% Duffn v. Lucas, 3 ustc { 863, 55 F. (2d) 786 
(CCA-6, 1932). 

11 Stearns Coal & Lumber Company v. Glenn, 
41-2 usrc { 9781, 42 F. Supp. 28 (DC Ky.). 
— CCH Dec. 15,283(M), 5 TCM 588 

%* Curtis v. Commissioner, 50-2 ustc { 9362, 
183 F. (2d) 7 (CA-7). 

» Virginia-Lincoln Furniture Corporation v. 
Commissioner, 1932 CCH Standard Federal Tax 
Reports { 9122, 56 F. (2d) 1028 (CCA-4). 
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taking a deduction not applicable to that 
year. This, in the case of Burnet v. Sanford 
& Brooks Co. .. . we have been specifically 
told may not be done.” ® 


A dealer could not deduct from receipts 
certain discounts it actually allowed in the 
succeeding year. “Computation of income 
must be based upon transactions occurring 
within the taxable period... . Burnet v. San- 
ford & Brooks Co..... The exact amount 
of the discounts actually taken, however, 
was determined by the subsequent payment 
of the accounts, and to look to these would 
be to base the computation of income on 
transactions lying outside the period which 
is determinative.” ” 


A corporation that had deposited the 
equivalent of asserted taxes in escrow pend- 
ing the settlement of a dispute could not 
deduct these taxes as of the year to which 
they allegedly applied. Citing the Sanford 
& Brooks Company case, Mr. Justice Rob- 
erts declared: “This legal principle has 
often been stated and applied. The uniform 
result has been denial both to government 
and to taxpayer of the privilege of allocating 
income or outgo to a year other than the 
year of actual receipt of payment, or, apply- 
ing the accrual basis, the year in which the 
right to receive, or the obligation to pay, has 
become final and definite in amount.” ™ 


“The care I have had to even your con- 
tent I wish might be found in the calendar 
of my past endeavours... .”™ But this 
averaging of years “to save your content” ™ 
is no longer possible. England already had 
an income tax when Cowper wrote: 


“Lib’ral in all things else, yet Nature here 
With stern severity deals out the year.” ™ 


So also says Burnet v. Sanford & Brooks 
Company. 


tional levies acquiesced in for war purposes 
was looked upon as dishonorable, a dis- 
grace reserved for conquered countries, 
and the manifest sign of slavery.”— 
Simone Weil in The Need for Roots, 
Putnan, New York, 1952. 


1 Security Flour Mills Company v. Commis- 
sioner, 44-1 ustc { 9219, 321 U. S. 281. 

23 William Shakespeare, All’s Well That Ends 
Well, Act I, Scene ITI, line 4. 

2 With this averaging concept, any tax man 
would agree that the play was well named. 

*% William Cowper, Table Talk (London, John 
Sharpe, 1817), p. 8. 
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Canadian Tex Letter 


December Babies Lose Birthright 


Because of wording of statute, discrimi- 
nation results from births in December. 


Regret was expressed in McMurray uv. 
Minister of National Revenue, 52 DTC 280, 
that a parent could only be accorded a 
$150 allowance, instead of a $400 allowance, 
under the Family Allowances Act, for a 
child born in December. It was recognized 
that there was discrimination in such a case 
since parents with children born in months 
other than December were entitled to the 
$400 allowance which commences “in the 
month after registration,” but is allowed 
only for the same calendar year in which 
the child is born. However, in view of the 


express wording of the act, the only remedy © 


was a legislative change. 


lsolated Transactions 
Bring Capital Receipt 


Amateur inventor is not identified with 
company which he controls. 


Two inventions of the majority share- 
holder of a company were erroneously 
registered in the company’s name. He later 
sold the patent rights to these inventions 
to the company. He had never registered 
any other designs nor had he patented any 
other ideas which he had conceived, other 
than these two registrations. Although his 
other ideas had been used by the company 
in its ordinary course of business, the 
amounts which he received for these de- 
signs -constituted a capital receipt, since 
they were isolated transactions and the 
company was a separate entity.—No. 63 v. 
Minister of National Revenue, 52 DTC 282. 


Control That Music 


The extent to which a musician is free 
to direct the programs in which he 
appears determines the deductibility of 
his expenses. 


A musician derived his income from musi- 
cal presentations created by him for radio 


Canadian Tax Letter 


and concert presentation at considerable 
expense to himself. He was responsible 
for the production of the numbers and was 
paid an agreed price, depending on the 
importance or size of the productions. Such 
income was not income from an office or 
employment, but was income from a busi- 
ness or profession. He was, therefore, en- 
titled to a deduction for expenses incurred, 
such as maintenance of musical instruments, 
insurance and transportation. He was also 
entitled to depreciation on his instruments 
at the rate of 20 per cent—Avison v. Minis- 
ter of National Revenue, 52 DTC 284. 


However, where a professional master of 
ceremonies and singer was told what songs 
he would sing and a script was prepared 
for him (even though he did not follow it), 
his income was derived from an office or 
employment, and expenses similar to those 
in the case above were not deductible — 
Hanson v. Minister of National Revenue, 52 
DTC 261. 


Accounting Avails Aught 


Amounts received from the sale of bus 
tickets constitute income when received 
and not when the journeys are taken. 
A bus company credited amounts received 
from the sale of tickets to a “Tickets Out- 
standing” account which it considered a lia- 


bility account. Income was credited when 
the tickets were returned. At the end of 
its fiscal year, the company did not include 
as income amounts for tickets outstanding. 
However, in Capital Transit Limited v. Min- 
ister of National Revenue, 52 DTC 287, the 
Minister was sustained in his contention 
that the account was a reserve rather than 
liability account. Although the bus com- 
pany was in the minority class of businesses 


-in that it received payment first and then 


rendered the services, the pertinent provi- 
sions of the Income War Tax Act and of 
the Income Tax’ Act did not give relief by 
allowing it to equate income and expendi- 
tures, but expressly required such amounts 
to be included in gross income in the fiscal 
year in which received. 
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Books ... 


The Business of Philanthropy 


Corporation Giving. F. Emerson Andrews. 
The Russell Sage Foundation, 505 Park Ave- 
nue, New York 22, New York. 1952. 361 pages. 
$4.50. 


The Manual of Corporate Giving. Edited by 
Beardsley Ruml. The National Planning Asso- 
ciation, 800 21st Street N.W., Washington 6, 
D.C. 1952. 415 pages. $6.75. 


Contributions to take care of some of the 
social needs of the community are supplied 
_ mostly by individuals, but corporate con- 
tributions, although still but a small per- 
centage of the total, have been increasing. 
Because of the social and economic changes 
in the structure of society, more reliance is 
being placed on corporations when chari- 
table contributions are being sought. Re- 
cently, there have been published two books 
dealing with the subject of corporations and 
philanthropic giving. 


One book, Corporation Giving, is a survey 
of the field, undertaken by the author on 
behalf of the Russell Sage Foundation. The 
purpose of the book is to give more infor- 
mation concerning corporate philanthropy. 


The author traces the history of corporate 
giving and, with facts and figures, shows 
how and why contributions, especially since 
1936, have increased. It is interesting to note 
that the “Y” was among the first social agen- 
cies being supported by the railroads. 


What corporations give the most? Are 
contributions greater from large or from small 
businesses? Do corporations operate on 
quotas? Do they establish trusts, founda- 
tions, or merely donate? What are their policies 
and to what agencies do they contribute? 
The answers to these and other questions 
are given by the author. 


Prior to 1936, there had to be a business 
purpose attached to a contribution in order 
that it be deductible under the Code. In 
1936, Congress passed a measure which pro- 
vided, generally, that corporations were ex- 
empt on contributions not exceeding 5 per 
cent of net income. However, “[c]orporation 


.. Articles 





giving . . . is not based on pure altruism,” 
since most corporations exist for the benefit 
of their shareholders and, therefore, a busi- 
ness purpose is bound to appear. (The over- 
all figures show that corporate charitable 
contributions have not exceeded 1 per cent 
of net income.) Indeed, the legal and tax 
factors, as indicated by the author, militate 
against pure charity (permissive legislation 
has been deemed necessary to enable cor- 
porations to make contributions). Further- 
more, most corporations, intentionally or 
not, consider the business effect on the 
community of donations and some will not 
be averse to favorable publicity in this 
connection. 


The text is illustrated by tables, diagrams 
and figures and there also are appendices 
showing the method of the study, tax and 
legislative provisions and cases, and corpora- 
tion policy statements. 

Dealing with the same subject, but from 
a rather different angle, is The Manual of 
Corporate Giving. This is a presentation by 26 
authors, under the auspices of the National 
Planning Association, of the possibilities and 
principles involved when a corporation has 
decided to make use of the 5 per cent exemp- 
tion allowed by the Code. 


Among the many subjects discussed are 
public policy, policy and administration, the 
legal and tax aspects of corporate giving and 
possible beneficiaries. 


Should a corporation make use of the ex- 
emption? By so doing, it will lighten the 
government’s burden and also, according to 
one of the authors, such action will be in 
accord with the ideas of modern business 
and will help prevent the formation of a 
socialist state. However, a business corpo- 
ration must be aware of its duties and its 
responsibilities to its shareholders and, there- 
fore, each project must be carefully considered 
and the possible results from legal and tax 
standpoints studied. 


If a corporation decides to give, the authors 
offer it helpful suggestions, Trusts and 
foundations are discussed, the advantages 


(Continued on page 942) 


940 December, 1952 © TA XES— The Tax Magazine 








ism, 
nefit 
busi- 
Dver- 
table 
cent 
| tax 
litate 
ation 
cor- 
ther- 
y or 
1 the 
l not 
this 


rams 
dices 

and 
DOra- 


from 
al of 
by 26 
ional 
3 and 
1 has 
emp- 


l are 
, the 
r and 


e ex- 
| the 
ig to 
ye in 
iness 
of a 
rpo- 
d its 
here- 
Jered 
| tax 


thors 
and 
fages 


942) 


azine 


Acq. and Non-acq. 


A Slight Bit of Legerdemain? 
Sir: 


I think that your readers will be interested 
to know that a corporation can increase its 
income and still reduce its income tax. 
“Figures don’t lie but liars figure” is an old 
adage; however, I assure you that, without 
any sleight of hand, in certain circumstances 
a tax saving of 18.2 per cent on every dollar 
of additional income produced can be ac- 
complished. 


I believe that this situation can arise only: 
in an industry such as insurance where there 
are two more or less unrelated sources of 
income, that is, one from underwriting and 
the other from investments. The result is 
due to the complexities of the Code, in 
general, and Sections 26 (b) and 117 (c), in 
particular. 


Section 26 (b) allows to corporations a 
credit of 85 per cent of the dividends re- 
ceived from domestic corporations, but not 
in excess of 85 per cent of the adjusted net 
income (which we will explain later), while 
Section 117 (c) provides for the alternative 
taxation of long term capital gain at 26 per 
cent instead of at the full corporate rates 
of 30 per cent normal tax and 22 per cent 
surtax, in excess of the first $25,000. 


The circumstances under which the above 
tax saving is possible are as follows: 

(1).There must be a loss from under- 
writing. 

(2) There must be investment income in 


the form of dividends in excess of such 
underwriting loss, and 


(3) The additional income produced must 
be in the form of long term capital gains 
(sale of assets held for more than six months.) 


Let us then proceed with an example to 
illustrate this paradoxical situation. To 
simplify the calculations, round figures will 
be used and certain reasonable assumptions 
will be made. 


Acq. and Non-acq. 


A Company has an underwriting loss of 
$2,500,000. It has income from investments 
of $4,800,000 of which $3,600,000 is from 
dividends, none of which are received from 
operating utilities (which receive a credit 
for their dividends paid on certain preferred 
stock under Section 26 (h)); it has no capital 
gains; and it has no income from partially 
exempt interest (interest on Treasury bonds 
issued prior to March 1, 1941). There is 
thus a net profit of $2,300,000. It has 
nontaxable income (interest on obligations 
of states, territories and possessions of the 
United States or political subdivisions there- 
of) which is allowed as a credit under Section 
26 (a) and additional allowable deductions 
such as amortization of bond premium and 
depreciation which are not carried on the 
corporate books; all of which total $300,000. 
This will bring us down to an adjusted net 
income of $2,000,000. We will then proceed 
with the computation of the tax. 


Adjusted Net Income 


Dividends Received Credit (not 
85 per cent of $3,600,000 but 
limited to 85 per cent of Ad- 
justed Net Income) 


Taxable Income 


Tax at 52 per cent... 


Less 22 per cent of 
first $25,000 ....... 5,500 


$156,000 


Net Tax . $150,500 


Most insurance companies carry in their 


‘ portfolios securities which have a present 


market value greatly in excess of their cost. 
These can be sold to create capital gains. 


A company now sells a block of B stock, 
held more than six months, costing $500,000 
for $600,000; a long term capital gain of 
$100,000 results. 
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We now have: 


Adjusted Net Income ...... $2,100,000 


Dividends Received Credit 
(limited to 85 per cent of 


ND ce anes de hak or 1,785,000 
Taxable Income ........... $ 315,000 
Less Long-Term Capital Gains 

Taxable at 26 per cent.... 100,000 
“Ordinary Income” ........ $ 215,000 


Tax on Ordinary Income of 
$215,000 at 52 per cent... $ 111,800 


Less 22 per cent of first 
$25,000 . 


5,500 





$106,300 
Tax on Long-Term Capital 
Gain at 26 per cent...... 26,000 
‘ a 
Bee BOE cow ce cccss. i fee 
Tax Before Creation of Capi- 
tal Gain ..... Bed ena 150,500 
Tax Saving by Creation of 
$100,000 Long-Term Capital 
RR STON SUE ree ne Ue $ 18,200 





All of the above may be a little confusing 
to the average layman, but it should be of 
interest to the financial and accounting offi- 
cers of all insurance companies. 


Naturally there is a limit to which the 
taking of capital gains would cease to be 
effective from a tax savings standpoint. 
This limit is reached where the ordinary 
income is reduced to a point where there 
is no surtax, that is, $25,000. 






of each being set forth. Possible infractions 
of the Code are revealed and methods and 
instruments are proposed. Finally, bene- 
ficiaries are covered in detail—sometimes 
enthusiastically—by some of the authors. 


ARTICLES 


New Amortization Policies Needed .. . 
The current tax amortization policies do 
not fit in with the needs of business, accord- 
ing to the author. The present tax-amortiza— 
tion deduction is taking away the incentive 
to modernize plants, since the depreciation 
allowance is inadequate. The situation is 
caused by two errors, one a substantive 


BOOKS . . . ARTICLES—Continued from page 940 


This can definitely be determined by the 
following formula: 
Let Y equal Adjusted Net Income before 
any capital gains; (15 per cent of Y less 
$25,000) divided by 85 per cent equals the 
maximum capital gains which may be 
taken to realize the greatest tax saving. 
In the above instance this is $323,529. 
Adjusted Net Income Before 
gee $2,000,000 
eee 323,529 


Adjusted Net Income After 
Adding Capital Gain ..... $2,323,529 
Less Dividends Received 
Credit, Limited to 85 per 
cent of @eve ........:... 





Taxable Income ........... $ 348,529 
Less Long-Term Capital 

En oie ee Nera Se eeeey 323,529 
Ordinary Income, Subject 


Only to Normal Tax ..:.. $ 25,000 


Tax on Ordinary Income at’ 
eee $ 7,500 
Tax on Long-Term Capital 


Gain at 26 per cent...... 84,117 


TM INE ares sence tun earn $ 91,617 

Tax Before Creation of Capi- 
RS Ee ee 150,500 

Maximum Tax Saving...... $ 58,882 


Well, there you have it and I again as- 
sure you that there is nothing up my sleeve. 


GRANVILLE G. MILLER 
PHILADELPHIA 


error in Section 23 (1) and the other by the 
niggardly and unrealistic implementation of 
statutory policy. The author feels that if a 
more liberal policy was evolved, there would 
be no decrease in the revenue and that the 
economy as a whole would be strengthened. 
—Stephens, “Tax Amortization Is the Key 
to the Stable Door,” University of Florida 
Law Review, Fall, 1952. 


Administration of Trust Estates . 
A Seattle attorney offers suggestions for 
streamlining operations of trust departments, 
with an eye to an increased volume of busi- 
ness.—Williams, “A Lawyer’s Proposals in 
Aid of Trust Business,” Trusts and Estates, 
September, 1952. 
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Tax=-Wise 


Meetings of Tax Men 


Institute on Federal Taxes, American 
University—The Eighth Annual Institute 
on Federal Taxes will be conducted by 
The American University, Washington, D. 
C., on December 3-5. Information may be 
obtained from F. K. Mann, Director, In- 
stitute on Federal Taxes, The American 


University, 1901 F Street, N. W., Washing- 
ton 6, D. C. 


Alabama Association of Public Accoun- 
tants—The Annual Tax Clinic and Ac- 
countants Conference, sponsored by the 
Alabama association and by the National 
Society of Public Accountants, will be held 
December 12-13 at the Redmont Hotel in 
Birmingham, Alabama. 


Connecticut Association of Public Ac- 
countants.—The Tenth Annual Conference 
on Taxation will be held by the association 
at the Hotel Taft in New Haven, Connecti- 
cut, on December 17. 


New Jersey Association of Public Ac- 
countants.—The Third Annual Tax Sem- 
inar on Federal Taxation will be sponsored 
by the association on December 6 at the 
Essex House in Newark, New Jersey. 


Oregon Society of Certified Public Ac- 
countants.—The Third Annual Tax Forum 
will be presented by the society at the Mult- 


nomah Hotel in Portland, Oregon, on 
December 13. 


University of South Dakota.—The Sixth 
Annual Conference on Federal Taxation of 
the University of South Dakota was held 


November 21-22 at Vermillion, South 
Dakota. 


Twenty-five Years Ago 


In September this year in this column 
we quoted a 1927 letter of Senator Borah 
vigorously rejecting the idea of repealing 
the federal estate tax. The December, 1927 


Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 


magazine had more to say on the subject— 


all in answer to insistent demands for the 
law’s repeal. 


The arguments before the Ways and 
Means Committee for the law’s retention 
were running something like this: A Chi- 
cago attorney said that without it rich men, 
by buying up large amounts of municipal 
securities, could avoid payment of all taxes 
by themselves and their estates. A repre- 
sentative of New Hampshire’s governor pre- 
sented the argument that repeal would put 


- the states into competition in writing the 


most favorable inheritance tax laws in order 
to attract citizens. A labor representative 
said that its abolition would cause the non- 
inheritance tax states to compete in induce- 
ments to wealthy men to live in them. 


At this time, of course, it is hard to con- 
ceive of a concerted attempt to repeal anything 
so much an integral part of our economy as 
is the federal estate tax. In fact, now it 
is rather fanciful to hope for the abolition 
of any revenue-raising measure, old or new. 


Voters Approve New Tax Laws 


Incomplete and unofficial returns indicate 
that voters in 12 states have approved a 
number of new tax laws. In seven other 
states, having tax measures on their ballots, 
the measures were either rejected or their 
fate is still in doubt. 


The results of the voters’ action, by 
states, is as follows: 


Alabama.—Diversion of road users taxes 
for other than highway purposes was pro- 
hibited. Authorization for Blount and 
‘Fayette Counties to levy special taxes for 
commercial and industrial development is 
still doubtful. 


Arizona.—Diversion of road users taxes 
for other than highway purposes was pro- 
hibited. Not having sufficient signatures, 
an initiative petition that would have im- 
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posed a 1 per cent production tax on min- 
ing was kept from the ballot. 


Arkansas.—An authorization for cities to 
levy a 1 per cent property tax to promote 
new industries was defeated. 


California——An increase of $100 million 
in the state’s contribution to schools was 
approved; it may mean a new cigarette tax 
to meet the added expense. Approval was 
given to the granting of tax exemptions to 
nonprofit, privately owned schools below 
the college level. Church and college build- 
ings under construction were given freedom 
from ad valorem taxation. The tax posi- 
tion of the state compensation fund was 
equalized with that of private insurers and 
the exemption of insurance companies from 
motor vehicle licenses and fees was re- 
moved. Subversive persons and groups 
were denied the right to public office and 
the privilege of tax exemptions. Voters 
defeated an authorization of the legislature 
to permit annual property tax statements 
to be verified by the taxpayer’s written dec- 
laration as an alternative to verification by 
oath. 


Colorado.—Three tax measures were re- 
jected. One would have authorized a 5 
per cent severance tax on oil. A second 
would have increased personal property tax 
exemptions of heads of families and would 
have exempted real and personal property 
used in processing gasoline, oil and by- 
products from coal or oil shale for the 
years 1956 through 1961. A third would 
have legalized slot machines and imposed 
a $125 quarterly license fee. 


Florida.—The diversion of part of the 
motor vehicle license revenue for capital 
outlay and debt service school purposes 
was approved. Defeated were two meas- 
ures giving blanket assessment authority 
to the assessors of Monroe and Lee 
Counties. 


Georgia—A measure in effect limiting 
road users taxes to highway purposes was 
approved. Other measures approved by 
voters included authorization of the Legis- 
lature to provide for the assessment of 
property in counties with cities of 300,000 
population or over; authorization of the 
City of Richmond and Chatham County to 
incur additional bonded indebtedness for 
hospital construction and authorizing an 
annual tax to finance the bonds; a limita- 
tion of one-fourth mill per dollar on the 
property tax levy and a limitation of five 
mills on each dollar for taxation of shares 
of stock; exemption of the intangible per- 





sonal property owned by trusts; and au- 
thorization of (1) fire district taxes in Cobb 
County, (2) a soil erosion tax in Glynn 
County, (3) a property tax by Fulton 
County Commissioners of Roads and Rev- 
enues, (4) an occupation license tax by 
Chatham County on rural persons, firms 
or corporations, (5) a sewage tax by the 
City of Savannah and (6) annual improve- 
ment taxes for the City of Savannah, and 
Chatham and Richmond Counties. 


Illinois—Although complete returns are 
not in, voters have apparently rejected a 
measure to amend the Constitution to per- 
mit the General Assembly to define and 
classify property for taxation and to levy 
other kinds of taxes it may deem neces- 
sary with the exception of a graduated in- 
come tax. 


Kansas.—Approved was a measure au- 
thorizing the Legislature to levy a perma- 
nent tax for the creation of a building fund 
for institutions. 


Louisiana.—Approval was given to the 
imposition of maintenance taxes by fire 
protection districts; to additional taxes for 
maintenance by the Fourth Jefferson Drain- 
age District; to an additional property tax 
to establish a coroner’s office in Jefferson 
Parish; to the exemption of household 
goods from ad valorem taxes; to a diver- 
sion of part of the motor vehicle license 
taxes from certain parishes for financing 
bridges, ferries and highways in _ their 
areas; and to a constitutional amendment, 
relative to the homestead exemptions of 
World War II and Korean War veterans. 
Still in doubt is the fate of a measure au- 
thorizing cities between 15,000 and 20,000 
population to levy a special tax for a city 
employee’s pension and relief fund. 


Minnesota.—A proposed change in the 
distribution of the excise tax on motor ve- 
hicles was defeated. 


Montana.—A one-cent increase in the 
gasoline tax was defeated. 


Nebraska.—Voters approved a provision 
for a method of taxing motor vehicles dif- 
ferent from that of other tangible property. 


New Jersey.—Approval was given to two 
bond issues having tax provisions. One 
was for $285 million to finance the Garden 
State Parkway, secured by assignment of 
taxes on motor fuel with provision for a 
levy on real and personal property in years 
in which the assigned funds are inadequate; 
the other was for $25 million for state in- 
stitutions, secured by an assignment of 
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liquor taxes, with provision for a real and 
personal property levy when the assigned 
funds are inadequate. 


North Carolina.—Voters approved an in- 
crease from 15 cents to 20 cents of the 
constitutional limit on the total state and 
county tax which may be levied on the $100 
property valuation for general fund pur- 
poses. 

North Dakota——vVoters approved, with 
dubious results, the exemption of food and 
drugs from the sales tax. 


Oklahoma.—Voters rejected both an in- 
crease of the sales tax to 3 per cent and 
a $125 million bond issue for bonuses to 
war veterans. 


Oregon.—Approval was given to the 
weight-mileage truck tax imposed by the 
legislature but held up by a referendum. 
An initiative petition calling for fair and 
equitable assessment of road users taxes 
was defeated. Also defeated was a pro- 
posed three-cent per pack tax on cigarettes. 
Approval was given to a measure limiting 
tax revenues in any year to the amount 
levied in one of the three years immediately 


preceding, plus 6 per cent, or an amount. 


approved by legal voters establishing a tax 
base. A yes-vote was also given to the 


limitation of the state property tax to the 
total of an amount equal to six mills multi- 
plied by the total equalized assessed valua- 
tion for that year of taxable property in the 
state. 


South Carolina—Voters approved the 
authorizing of the communities of Ocean 
Drive Beach and Myrtle Beach to assess 
real property served by sewer lines. 


Amortization Rules Eased 


The Defense Production Administration 
recently eased the pressure on candidates 
for rapid tax amortization of defense facilities 
where there have been variations in descrip- 
tion or cost of facilities originally certified. 


The DPA has interpreted Section 4(j) 
of Amortization Regulation 1 to provide 
that no amendment to the original certificate 
of necessity is required even though the cost 
exceeds the estimate if the facility is the 
same as that certified and, even if the facility 
is not the same, no amendment is necessary 
if the actual cost does not exceed the certifi- 
cate estimate by more than 15 per cent. 


. The Bureau of Internal Revenue has stated 
that it will be guided by this DPA 
interpretation. 


City Tax Calendar eee 


January 1—Alabama: Birmingham retail 
and wholesale dealer gross receipts tax 
reports and payment due. 

January 15—Arizona: Phoenix business privi- 
lege tax reports and payment due. Colo- 
rado: Denver sales tax reports and pay- 


ment due. Michigan: Detroit property 
tax semiannual installment due. Ohio: 
Youngstown employer withholding re- 
ports and payment due. Pennsylvania: 
Erie employer withholding reports and 
payment due; Scranton employer with- 
holding reports and payment due; Scran- 
ton School District employer withholding 
reports and payment due. Washington: 
Seattle occupation tax reports and pay- 
ment due; Tacoma occupation tax reports 
and payment due. 

January 20—Louisiana: New Orleans sales 
and use tax reports and payment due. 
New York: New York City sales and use 
tax reports and payment due. 

January 25—New York: New York City 
conduit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due. Pennsylva- 
nia: Philadelphia real property tax due. 


Tax-Wise 


January 30—Pemnsylvania: Philadelphia in- 
come tax reports and payment on wages 
and salaries not withheld at source due. 
Utah: Provo merchant and retailer tax 
reports and payment due. 


January 31—California: Los Angeles month- 
ly sales and use tax reports and payment 
due; Los Angeles quarterly sales and use 
tax reports and payment due; Oakland 
sales and use tax reports and payment 
due; San Francisco sales and use tax 
reports and payment due. Kentucky: Louis- 
ville withholding tax reports and payment 
due (last day). Missouri: St. Louis em- 
ployer withholding reports and payment 
due.. New Jersey: Trenton gross receipts 
tax license application due. Ohio: Colum- 
bus employer withholding reports and 
payment due; Dayton employer withhold- 
ing reports and payment, if $50 or more, 
due; Toledo employer withholding reports 
and payment due. Pennsylvania: Philadel- 
phia employee special interim reports and 
payment of income tax withheld during 
December, 1951, due; Philadelphia with- 
holding reports and payment due. 
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The State Tax Calendar includes the 
reports and payment due dates for the im- 
portant taxes—franchise, income and prop- 
erty. If the states in which you have 
interests are not listed, there are no fran- 
chise, income or property tax reports or pay- 
ments due therein for the month covered. 


ALABAMA: January 19—Property reports 
from corporations due (last day). 


DELAWARE: January 6—Franchise re- 
ports due. January 30—Personal income 
tax fourth installment due. 


DISTRICT OF COLUMBIA: January 1 
—Annual license fees from corporations 
and unincorporated businesses due. Jan- 
uary 20—Corporation reports due. 


GEORGIA: January 1—License tax re- 
ports and payment from foreign corpora- 
tions and reports from domestic corpora- 
tions due. 


IOWA: January 25—Corporation capital 
stock reports due. 


KENTUCKY: January 1—Property tax 
due (last day). January 31—Personal in- 
come withholding reports on nonresidents 
due. 


MICHIGAN: January 20—Property tax 
due (last day to pay without 4 per cent 
collection charge). 


SECURITY PROGRAMS HELD 


The American economy can bear the 
cost of present security programs, ac- 
cording to the Committee for Economic 
Development: 

“We believe that, if expenditures of 
the magnitude now planned are neces- 
sary for our reasonable security, the na- 
tional economy can bear them. We do 
not believe that security programs of 
the size now contemplated will neces- 
sarily involve a serious risk of retarding 
the nation’s economic growth. The im- 
portant question remains, however, of 
whether the American people will be will- 
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NEVADA: January 15—Transient live- 
stock tax due (last day). 


NEW MEXICO: January 15—Corporate 
income tax fourth installment due.—Per- 
sonal income tax fourth installment due. 


NORTH CAROLINA: January 30—Prop- 
erty reports due. 


OKLAHOMA: January 1—Property tax 
first installment due. 


OREGON: January 15—Excise (income) 
tax fourth installment due.—Personal in- 
come tax fourth installment due. Janu- 
ary 31—Withholding tax reports and pay- 
ment due. 


SOUTH CAROLINA: January 31—For- 
eign corporation reports due. 


SOUTH DAKOTA: January 20—Corpo- 
ration annual reports due. 


VERMONT: January 15—Personal in- 
come tax balance on income 20 per cent 
in excess of estimate filed in preceding 
year due. January 31—Income tax with- 
holding reports due. 


WEST VIRGINIA: January 1—Property 
reports from corporations due between 
January 1 and May 1. 

WISCONSIN: January 31—Forest crop 
land acreage share tax due.—Real prop- 

erty tax semiannual installment due. 






NO THREAT TO ECONOMY 


ing to accept the economic consequences of 
the security effort, such as the lesser rate of 
growth of consumption it will involve. 


“Nor do we believe that the prospect 
of large security programs for an in- 
definite period will necessarily make in- 
flation inevitable. We are faced with the 
great danger of successive waves of in- 
flation, with their damaging effects on 
our own and our allies’ economies. But 
if the danger is understood and a deter- 











mined campaign of anti-inflationary tax, 
expenditure and credit measures is waged 
to combat it, inflation can be prevented.” 
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THE REMAINDER of this issue is devoted to 
papers delivered at the Fifth Annual Federal 
Tax Conference of the University of Chicago, 
conducted in Chicago for three full days late 
in October. These papers were prepared as 
a basis for lecture and discussion. The ma- 
terial is timely and interesting. Due to the 
limitations of space in this issue, it unfor- 
tunately became necessary to omit some of 
the papers. 


The program was conducted in the Downtown 
Center of the University by the School of Busi- 
ness and the School of Law to make available 
a lecture series on a reasonably high technical 
level for attorneys, accountants and business 
executives who are devoting a_ substantial 
amount of their time to tax work. The details 
of the lectures were planned by a committee 
of attorneys, accountants and members of the 
faculty experienced in the tax field, who en- 
deavored to select the most timely subjects 
and have them delivered by men noted for 
their ability on these technical subjects. 
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FIFTH ANNUAL FEDERAL TAX CONFERENCE—THE UNIVERSITY OF CHICAGO 


Directions in Which Tax Policy 
and Law Have Been Moving 


By RANDOLPH PAUL, Attorney 


Paul, Weiss, Rifkind, Wharton and Garrison 
Washington, D. C. 


HE DIRECTION in which tax law is 
moving is a tempting subject. It offers 
many dark vistas for exploration and develop- 
ment. One could discuss at purposeless 
length the trend of court decisions, reading 


and interpreting each opinion with the wish-- 


ful thoughts of taxpayers or revenue col- 
lectors, according to the approach adopted. It 
is fashionable at tax institutes to spin a web 
of prophecy by removing sentences from 
their context and reducing revenue statutes 
to a delusive geometrical certainty which 
Napoleon once hoped would be possible for 
all statutes. One could speculate upon the 
tendencies inherent in rulings and regula- 
tions as they pour from a diligent, if not 
always judicial, Treasury; this I think 
would be an even harder and more fruitless 
task. And, finally, one could discuss in 
terms of the future the question whether it 
is better to have a highly articulate statute 
which tries to set forth in elaborate detail 
the exact conditions under which income 


1These statistics reveal that World War I, 
beginning with the Emergency Revenue laws of 
December, 1915, and ending with the 1921 Act, 
required 295 statutory pages of articulation. 
Congress was more prolific in World War II. 
That war's tax legislation, which really began 
with the Revenue Act of 1940 and ended with 
the Tax Adjustment Act of 1945, required ten 
major revenue measures and 501 pages of articu- 
lation. World War II cost more words, as well 
as more dollars, than World War I. 

In the 30 years extending from 1913 to 19%42— 
a period that covered World War I and a major 
depression—Congress enacted 19 major revenue 
measures. In the official copies these statutes, 
together with a few minor supplementary 
amendments, required about 1,200 pages—about 
40 pages of revenue legislation a year. In the 
following ten years, beginning with 1942, Con- 
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shall be taxed, deductions and exemptions 
allowed, and collection administered, or a 
broad, general statute which attempts only 
to state in generic language the policy of 
Congress and leaves to an appropriate rule- 
making authority the responsibility of inter- 
preting and formulating the rules of law to 
apply, as taxes must, to the myriad cir- 
cumstances of the complicated conditions of 
business and our personal lives. 


The last problem strongly tempted me. 
Some preparatory work suggested the thought 
that tax law is moving from an address on 
15th Street in Washington to Capitol Hill 
in the same city. In other words, I won- 
dered whether my topic sentence for the 
day should be that tax law is moving from 
the Treasury into Congress. Material which 
I gathered together on the amount of reve- 
nue legislation in the years since 1913, 
startled me, both from the viewpoint of 
totals and trend. But I finally decided 
that this subject would be better adapted 


gress enacted ten revenue measures of major 
importance. These ten revenue measures run in 
the official copy to almost 700 pages. The aver- 
age additional revenue legislation of this ten 
year period was about 70 pages a year. 

The official copy of the 1942 act ran to 208 
pages as compared with eight pages in the 1894 
act. It contained more relief provisions than 
any other revenue measure in American history. 


_ More than half of its total 208 pages, or 120 


pages, was devoted to the relief of inequities. 
The principal loopholes in the system were not 
closed but several loopholes which had offered 
avoidance opportunities disappeared from the 
picture. The act devoted 42 pages to the clarifi- 
cation of existing provisions. This made 104 
corrective sections out of a total of 173. In 
pages this was nearly 78 per cent of the act 
or 162 pages out of 208. 
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to a law review article than an institute 
speech, and I shall therefore merely men- 
tion in passing my sense of disturbance that 
as the years go by our tax statutes get 
more and more detailed and special in their 
application. I am at least doubtful whether 
this trend toward retail legislation promises 
well for the future tax law. A feeling per- 
sists that tax legislation should be on a 
wholesale basis. The legislative process is 
too unwieldy to react quickly to each tax 
dilemma.” Revenue acts may not always be 
passed semi-annually, or even annually, and 
legislation, even when drafted with the 
greatest regard to imagined future prob- 
lems, often fails to encompass situations 
which arise in later experience. Moreover, 
with the best of administration and the 
fullest advisable use by the Treasury of its 
rule-making authority, Congress always has 
plenty of work on the technical level in 
dealing with situations in which it seems 
desirable to change the rules which the 
Treasury and the courts have promulgated.’ 
These duties are more than enough to add 
to the delicate and highly important task 
of formulating basic tax policies which our 
system of government imposes in the first 
instance upon a busy Ways and Means 
Committee and Senate Finance Commit- 
tee.* 


Tax Court Docket 


After much hesitation I finally decided 
to discuss another movement in tax law. 
As a basis for my discussion I would like 
to present some statistics which have just 
come to my attention.’ The first set of 
statistics deals with the Tax Court docket. 
In the first three months of the current 
fiscal year, July, August and September, 
1952, 2,240 petitions * for the redetermination 
of a net proposed tax liability of approxi- 
mately $110 million were filed with the 
Tax Court, as compared with 1509 petitions 
for the same three months in 1951." At the 


2 Blough, The Federal Taxing Process; p. 178 
(1952). 

3 See, for example, Technical Changes Act of 
1949, discussed in Bittker, Church and Spiegel, 
“The Legislative Sequel,’’ 59 Yale Law Journal, 
p. 395 (1950); 1939 Act, Sec. 213, discussed in 
Paul, Studies in Federal Taxation, 3rd Series, 
p. 140 (1940). 

* Eisenstein, ‘‘Some Iconoclastic Reflections on 
Tax Administration,’’ 58 Harvard Law Review 
477, at p. 538 (1945); Paul, ‘‘The Place of the 
Courts in the Taxing Process,’’ Proceedings of 
the Thirty-ninth National Tax Conference, 1946, 
p. 462. 

5I find some conflict at times between figures 
supplied by the Tax Court and figures supplied 
by the Annual Report of the Commissioner of 
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present rate the Tax Court will receive 
more than 9,000 petitions * in the fiscal year 
ended June 30, 1953, as against 6,870 in the 
fiscal year 1952 and 6,137 in the fiscal year 
1951. At the beginning of the fiscal year 
1951 the Tax Court had pending 6,369 cases, 
This number had increased to 9,218 cases 
by the end of the fiscal year 1951, 11,266 
cases at the end of the fiscal year 1952, and 
12,382 cases as of September 30, 1952. 


I confess that these figures astonished 
me when I first heard them. It is true that 
internal revenue collections have reached 
a peak height, and that the audit of tax 
returns has reached a new intensity. But 
some recently adopted provisions of the 
statute and Regulations would suggest rea- 
sons for a drop in the number of litigated 
tax controversies. For example, the split- 
income provisions introduced into the In- 
ternal Revenue Code® by the 1948 Act 
should have eliminated from controversy a 
number of problems involving family part-: 
nerships and trusts.” Transfers made more 
than three years prior to death are now 
safe from estate-tax attack, commonly made 
in the past, on the ground that they were 
in contemplation of death. The Technical 
Changes Act of 1949 should have relieved 
the Tax Court of a load of reverter cases. 
In several other areas of conflict Congress 
has been busy in the last few years trying 
to clarify the statute. In the light of these 
developments how can one explain a sudden 
jump of nearly 40 per cent in the filing of 
petitions contesting proposed deficiencies 
in the Tax Court? 


This increase is merely an acceleration 
of a sharp upward trend in the business of 
the Tax Court which has been in progress 
since 1947. This trend is the more strik- 
ing because it is a reversal of a decline in 
the number of petitions filed annually with 
the court which had persisted from 1941 to 
1946. In his annual report for the fiscal 





Internal Revenue for the fiscal year ended June 
30, 1951, pp. 67, 234-242. 

6A large proportion of these cases are fraud 
cases. 

7 The figures submitted do not include renego- 
tiation cases. 

8 It should be remembered that on the average 
the Tax Court has to make seven docket entries 
per case. This number of petitions means 63,000 
docket entries. This computation will furnish 
an index to the amount of clerical work which 
has to be performed by employees of the Tax 
Court. 

® Code Sec. 51. 

7 But see Mim. 6767, February 19, 1952 (I. R. 
B. 1952-7, 6); Ruth 8S. Clark, CCH Dec. 18,794, 
17 TC —, No. 163 (1952). 





year 1946, the Commissioner took prideful 
note of this decline, saying: 


“The diminution in the number of peti- 
tions filed with the Court reflects the in- 
creasing effectiveness of the settlement work 
of the entire Bureau on cases in the pre- 
docketed status, under the established de- 
centralized plan of operations.” 


If this be true, does the great recent in- 
crease conversely reflect a breakdown in the 
effectiveness of the settlement procedures? 


Settlement and Litigation 
Record of Bureau 


Now let me turn to another set of statis- 
tics involving the settlement and litigation 
record of the Bureau of Internal Revenue. 
The Annual Report of the Commissioner 
for the fiscal year 1951 states that in 5,579 
cases settled by the Appellate Staff before 
reaching the Tax Court the percentage of 
deficiency in tax sustained was 54.1 per 
cent, and that the percentage of net defi- 
ciency and penalty sustained was 40.9 per 
cent. In 3,336 Tax Court cases settled by 
the Appellate Staff in the fiscal year 1951° 
it was agreed that the government was 
right as to only 49.1 per cent of the amount 
involved. In 1,002 cases decided by the 
Tax Court on the merits the government 
was sustained only as to 50.6 per cent of 
the amount involved; in the previous year, 
fiscal 1950, the government recovered only 
37.5 per cent of the amount claimed. 


In 608 refund suits instituted by taxpayers 
and closed during the fiscal year 1951 claim- 
ing the recovery of $7,853,000, the amount 
refunded the taxpayers was about one half 
—$3,903,000. The same year witnessed the 
disposition of 186 suits by the United States 
which claimed the recovery of $3,170,000 
and resulted in recovery from taxpayers 
of only $1,010,000. In 248 cases decided 
by the district courts in the fiscal year 
1951, 94 were decided for the government, 
141 against the government, and 13 partly 
for and partly against the government. Of 
the 16 cases decided by the Court of Claims 
11 were decided for the government and 
five against the government. The courts of 
appeals decided 56 cases for the government 
and 30 cases against the government. The 
only two cases decided by the Supreme 
Court were decided for the government.” 


1 The Supreme Court decided four cases in the 
following fiscal year (the October, 1951 term of 
court). Three cases were decided for the Com- 
missioner and one for the taxpayer. Lykes v. 
U. 8., 52-1 ustc J 9259, 343 U. S. 118; Rutkin v. 
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In all, 352 cases decided by the district 
courts, Court of Claims, courts of appeal, 
and the Supreme Court, 163 cases were 
decided for the government and 176 against 
the government. The remaining 13 were 


decided partly for and partly against the 
government. 


I had always supposed that the govern- 
ment won considerably more than 50 per 
cent of the cases which reached the courts. 
Court cases are screened cases. One would 
suppose that the weaker cases had been 
abandoned or settled at the agent’s level, 
or at the level of the Appellate Staff. What 
is the explanation of the low victory record 
of the government in cases carried to the 


Tax Court, the district courts and the 
Court of Claims? 


In my search for the answer to this 
question, and the answer to the question 
why there has been such a sudden increase 
in the docket of the Tax Court, I have 
taken a poll of attorneys who practice con- 
stantly in the Treasury and before the Tax 
Court and other courts. I get the same 
answer from all witnesses. They tell me 
that the recent investigation of corruption 
in the Bureau has had a demoralizing ef- 
fect on agents and the Appellate Staff, and 
that the settling agencies have become so 
afraid of criticism that they are now passing 
over to the courts cases which they would 
have settled in ordinary course a few 
years ago. Judge Goodrich has forcibly 
expressed this opinion in the following 
language: 


“Meantime, the feeling is growing that 
tax administration is slowing down, if not 
breaking down, that government people, 
from revenue agents in the field to con- 
ferees and attorneys on the higher levels 
in the Bureau and Division have become 
reluctant to settle tax controversies for 
fear of possible future censure for not 
having insisted upon the maximum amount 
of tax which theoretically could be asserted 
in any given case. As a result, matters that 
formerly would have been compromised on 
their merits, on a basis satisfactory both 
to the Government and the taxpayer, are 
now being ‘passed along’ to high levels; 
and unhappily, there too the tendency is in-’ 


* creasing to refuse to assume appropriate re- 


sponsibilities and instead to pass the cases 
along to the courts. If those tendencies 


U. S., 52-1 ustc J 9260, 343 U. S. 130; Robertson 
v. U. 8., 52-1 ustc { 9343, 343 U. S. 711 (1952); 
Lilly v. Commissioner, 52-1 ustc { 9231, 343 U. S. 
90. 
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continue and increase, the result is inevit- 
able—a welter of litigation which will swamp 
the courts and immeasurably delay deter- 
mination of the rights of the Government 
and its taxpayers and the collection of the 
revenue.” * 


To some extent I can concur in this 
analysis. It is not hard to believe that the 
criticism recently received by the Bureau, 
some of which has been extremely unfair, 
may be a partial cause of an increased 
timidity and fear of criticism which makes 
some representatives of the Bureau wince 
at the painful job of making the judgments 
involved in deciding whether cases should 
be settled or otherwise disposed of without 
litigation. The King Committee has been 
careful to refrain from any criticism of Bu- 
reau representatives for honest mistakes of 
judgment,” but a certain amount of fear 
among honest government employees—and 
this means almost all employees, notwith- 
standing the impression one might easily 
get from some newspaper reports—is the 
inevitable consequence of a sweeping in- 
vestigation of dishonest employees. 


But I am not fully satisfied that any 
demoralization of the Bureau which may 
have been caused by recent investigations 
is wholly responsible for the increased load 
of cases being passed over to the Tax 
Court and the percentage of success for 
taxpayers who take their cases to that court. 
I have been taking a look at some fairly 
recent decisions of the court to see whether 
they would suggest any further explana- 
tion of these phenomena. I confess that 
my investigation has shocked a hardened 
practitioner. Let me give you the details 
of a few of the cases which made me 
wonder what law or rule of selection gov- 
erns the assertion of additional tax liability 
in the agent’s office and the final decision 
that tax cases should be carried to litiga- 
tion in the courts. 


Turner and Hill Cases 


The first case I want to mention is the 
case of Ernest Turner,’ involving deficiencies 
of $98 for 1945, $176 for 1946, and $166 for 
1947, a total of $440. This case involved 
the right of a Pullman porter to deduct 
traveling expenses not counterbalanced by 
tips he received and also a loss sustained 
by the porter when cash kept by him in a 
container was stolen from his home. Turner 


12 Goodrich, ‘‘On the Selection and Keeping of 
Apples: Some Observations on the Tax 
Scandals,’’ 38 American Bar Association Journal, 
p. 479 (1952). 

18 Goodrich, work cited at footnote 12. 
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was based at Salt Lake City. His runs took 
him to Denver, Spokane, Los Angeles and 
other cities. While away from home he 
incurred unreimbursed expenses for meals 
and lodging. He reported as income tips he 
received in two of the taxable years involved 
in the case. He reported no tips received 
for the other year because the tips he had 
accumulated in that year, and which he kept 
in a container in his home, were stolen 
during a party around Christmastime of 1946. 
After taking 33 pages of testimony, and 
considering a record of 86 pages, the Tax 
Court sustained the contentions of the tax- 
payer, allowing both the expenses and loss 
claimed as deductions. 


The next case I wish to discuss briefly is 
Hill v. Commissioner.* In this case the tax- 
payer had taught public school for 27 years 
and had attained the highest certificate is- 
sued to teachers by the Virginia State 
Board of Education. She was notified that 
her certificate had expired, and that a re- 
newal was obtainable only if she acquired 
certain college credits or passed an examina- 
tion on five selected books. She elected the 
former alternative and attended summer 
school at Columbia University. She then 
sought to deduct the costs incurred in at- 
tending summer school as ordinary and 
necessary business expenses. The Com- 
missioner insisted upon following O. D. 892, 
4 CB 209, an office decision promulgated in 
1921, and refused to allow the deduction. 
After considering 25 pages of testimony, an 
entire record of 134 pages, and four exhibits, 
the Tax Court sustained the Commissioner. 
On appeal to the Court of Appeals for the 
Fourth Circuit, the government contended 
that the taxpayer’s election to attend sum- 
mer school was motivated by personal de- 
sires. In support of this contention, the 
government quoted the following testimony 
of the taxpayer on direct examination: 


“Q. Supposing the State of Virginia had 
not required you to go to summer school? 


“A. I think I would have gone anyhow. 
I love to go to summer school... .” 


The Fourth Circuit Court of Appeals was 
apparently unimpressed by this argument. 
It said: “... the very logic of the situation 
here shows that she (the taxpayer) went to 
college to maintain her present position, not 
to obtain a new position ... any other view 

14 CCH Dec. 17,905(M), 9 TCM 883 (1950). 

3 Hill v. Commissioner, 50-1 ustc { 9310, 181 


F. (2d) 906 (CA-4), rev’g CCH Dec. 17,166, 13 
TC 291 (1949). 





seems to us unreal and hyper-critical, ... 
The Commissioner even seeks to hold against 
the taxpayer here her frank admissions that 
she enjoyed her courses at Columbia, that 
she welcomed this opportunity to increase 
her teaching efficiency, and that the renewal 
of her certificate (already the highest that 
could be granted) meant no further promo- 
tion, no added pay. Would the Commis- 
sioner have been more ready to grant the 
deduction to a venal teacher, who attended 
a summer school for the less laudatory pur- 
poses of a higher position in the educational 
hierarchy, or for an increase in salary? We 
hardly think so.” 


Stuart and Fisher Cases 


Another case of interest in connection 
with the point of discussion is William 
Stuart.“ In this case $282 of tax was in 
controversy, and in addition a negligence 
penalty of $28.55. The Commissioner’s de- 
termination was based upon computations 
of the taxpayer’s net worth, which involved 
in turn an estimate of his living expenses. 
The Tax Court was obliged to hear 89 pages 
of testimony in order to inform itself about 
the taxpayer’s place of birth, his frugal 
manner of living, how much he paid for 
shoes, the amount of his weekly laundry 
bill, how often he had his hair cut, and 
many other details. Judge Opper’s opinion 
accepted the taxpayer’s testimony about his 
personal living expenses, and decided the 
case for the taxpayer. 


The next case I shall mention is that of 
Michael T. Fisher." That case involved a 
deficiency of $380 for 1947. The taxpayer 
was a tool grinder and his wages for 1947 
amounted to less than $2,800. The only 
issue was whether the taxpayer was entitled 
to a dependency credit on account of sup- 
port given to four of his brother’s six minor 
children. The brother, the father of the 
children, had been partially disabled in 
World War II. He was not regularly em- 
ployed in the taxable year and his total 
income from earnings and a trust fund 
amounted to $400. His wife did no work 
and had no income. His wife’s father, a 
grocer, supplied the family with groceries, 


worth a little more than $300. The brother. 


received no money from his parents. The 
taxpayer gave the brother about $1,400, or 
about half of his meager earnings, for the 
support of the four children. The wife, 
the brother and his children lived frugally, 


4% CCH Dec. 18,563(M), 10 TCM 924 (1951). 
1 CCH Dec. 18,306, 16 TC 1144 (1951). 
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’ government. 


using all the funds thus made available 
to him. 

After hearing 24 pages of testimony from 
the taxpayer and another witness, who had 
to be brought from upstate New York to 
the hearing at New York City, the Tax 
Court allowed the dependency credits claimed 
by the taxpayer. According to Judge Mur- 
dock, it was “unfortunate that any question 
about them persisted with the consequent 
expense to the petitioner, which he can so 
ill afford, which was so unnecessary, and 
which the Court cannot assess on the other 
party.” Judge Murdock added: “It is dif- 
ficult to understand why some representa- 
tive of the Commissioner did not learn the 
facts at no expense to the petitioner, and to 
prove the credits claimed. Not only should 
the case have been settled without trial, but 
it should never have arisen.” After the 
trial, counsel for the government indicated 
to the court that the case would not be 
further contested. 

These cases involved fact questions, or 
mixed questions of law and fact. The de- 
ficiencies claimed, while large to some of 
the taxpayers involved, were small to the 
None of the cases involved 
any outstanding question of law which 
needed informative decision from the courts. 
In the Fisher case the trial court specifically 
suggested in its opinion that the deficiency 
should never have been asserted. In the 
Stuart case the trial court suggested that 
“the time and labor expended on behalf of 
the Government in litigating the proceeding 
could well have been directed into other 
channels.” * The Hill case, which may have 
been a test case, involved a deficiency of 
$57.52. In this case, the docket fee for filing 
the taxpayer’s petition ($10), the cost to the 
Tax Court, the Chief Counsel’s office and 
the taxpayer of the transcript of the testi- 
mony ($7.50 + 3.75 + 8.75 = $20), and the 
cost of the transcript of record in the court 
of appeals ($30.80), a total of $60.80 ex- 
ceeded the deficiency claimed. This com- 
putation makes no allowance for any fee for 
the taxpayer’s attorney, the cost to the 
government of providing counsel, and the 
cost to the government of providing a judge, 
a Tax Court clerk, and the facilities for a 
trial. 

I do not for a moment suggest that the 
right to the facilities of the Tax Court 
should be denied to small taxpayers. The 
feeling of equality before tax law for large 
and small taxpayers is important to tax- 


18 Case cited at footnote 16, at p. 925. 













































































































































































































































payer morale. But I do suggest that the 
cases I have brought before you—and many 
others all of you can easily find in the re- 
ports—indicate an additional reason why 
the Tax Court docket is getting. more and 
more over-loaded and why the government’s 
percentage record is getting lower and 
lower. These cases are hardly in an area 
in which fear of criticism can account for 
a desire to avoid the decision to abandon 
or settle the deficiencies. The cases point 
toward, if they do not establish, the con- 
clusion that deficiencies asserted in many 
cases by over-zealous revenue agents are 
not getting the screening they need, and the 
further conclusion that the settlement proc- 
ess, the most vital part of tax administra- 
tion, is not getting the results that must be 
obtained if the vast job of administering 
the revenue laws is to be successfully ac- 
complished. I realize that in many instances 
failure to settle derives from an over-bel- 
ligerent attitude on the part of taxpayer’s 
representatives with propensities to fight to 
the bitter end.* But I cannot ascribe the 
whole blame to taxpayers and their attor- 
neys. My own experience contradicts any 
such attribution of responsibility, and I 
have to repeat the misgiving I feel that 
the essential process of administrative dis- 
position of tax controversies without trial 
in court has lost much of its former effec- 
tiveness. 


Allen Case 


Before moving to my final suggestions I 
would like to interpolate a thought which 
seems to me to have particular relevance in 
tax cases. A good many tax eases, whether 
they involve fact or law questions, are 
doubtful cases. They are close cases which 
do not permit of definite, final answers. 
Equities appear on both sides of the con- 
troversy. But the Tax Court has no equi- 
table jurisdiction.” It must decide cases 
one way or the other. It cannot, like a 
jury, render a decision which falls.some- 
where in between the claims of the oppos- 
ing parties and which would correctly 
reflect a carefully balanced solution of the 
equities involved. The Allen case™ presents 
an example of the kind of case to which I 
am referring. This case involved a de- 
ficiency of about $1,800 for the year 1945. 


1#T have heard of attorneys who advise their 
taxpayer clients against any attempt to settle 
cases on the administrative level. They tell the 
agent’s office to issue a 90-day letter immediate- 
ly so that the taxpayer can petition to the Tax 
Court without bothering with conferences with 
the revenue agent’s office or the Appellate Staff. 
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The petitioner claimed that a diamond 
brooch having a fair market value of $2,400 
had been stolen from her on one Sunday 
afternoon in January of that year while she 
was in the Metropolitan Museum of Art, 
New York City, looking at the paintings 
in the Bache Collection on the second floor 
of the museum building. There was no 
doubt that the brooch disappeared while the 
taxpayer was in the museum. There was 
evidence that she wore the brooch on her 
dress toward the beginning of the two 
hours she was in the museum. She noted 
its disappearance as she was leaving the 
building. Her sister, who was with the tax- 
payer, returned to the rooms containing the 
Bache Collection and searched them with- 
out success. She informed attendants of 
the loss. The taxpayer reported the loss 
to a guard at the main entrance of the 
building and to the postcard sales clerk. On 
the day after the loss she also informed 
Tiffany and Company, from whom her hus- 
band had purchased the brooch, that she 
had lost it. Tiffany and Company inserted 
an advertisement in the papers offering a 
substantial reward for the return of the 
brooch. A few days later the petitioner 
reported the loss to the city police depart- 
ment which classified the case as a “lost 
property” case. The petitioner never re- 
gained possession of the brooch. 


The ascertainment of the facts found in 
this case required 123 pages of testimony 
from six witnesses, one by deposition. The 
entire record, including briefs, consists of 
182 pages, not counting three exhibits. The 
majority opinion held that the loss was not 
deductible because the taxpayer had not 
sustained her burden of proof. According 
to this opinion, she had not established that 
the loss was occasioned by theft, as dis- 
tinguished from some “mischance or inad- 
vertence.” Judge Opper, who heard the 
evidence, dissented. According to his dis- 
senting opinion, “absolute proof by an eye 
witness is so improbable that the burden 
now being imposed upon taxpayers virtually 
repeals pro tanto Section 23 (e) (3) .... 
Without regard to the New York penal 
law, to which, however, resort would ap- 
pear to be authorized by the precedents, 
the probabilities of theft have been demon- 
strated as completely as such circumstances 
could ever permit.” 


2 Rothensies v. Electric Storage Battery Com- 
pany, 47-1 ustc {§ 9106, 329 U. S. 296; Commis- 
sioner Vv. Gooch Milling & Elevator Company, 
43-2 ustc { 9673, 320 U. S. 418; 9 Mertens, Laws 
of Federal Income Taxation, p. 198. 

21 Mary Frances Allen, CCH Dec. 18,055, 16 
TC 163 (1951). 
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In the Allen case 13 judges apparently felt 
obliged to deny relief to the taxpayer be- 
cause she had failed to sustain her burden 
of proof. Three other judges strongly dis- 
agreed. A settlement of the case might 
have achieved a substantially equitable dis- 
position in accordance with the doubts 
presented. But the judges could not settle 
the case; they had to decide the case 100 
per cent for the government or 100 per cent 
for the taxpayer. I suspect that some of 
the judges would have preferred some “in- 
between” solution of the controversy. But 
this kind of solution is impossible once a 
case is placed before a court. It can be 
accomplished only by negotiation and ad- 
justment between the parties to the con- 
troversy. 


Process of Correction Must Go On 


As a prelude to some suggestions I shall 
make as to the remedy of what may soon 
become an intolerable condition, I should 
like to make it clear that I do not favor any 
relaxation in the administration of our tax 
laws. Every taxpayer who escapes tax lia- 
bility by reason of inadequate auditing of his’ 
return or for any other reason passes the 
escaped liability over to others, who can 
sometimes ill-afford to pay their correct share 
of the high taxes imposed by the bleak nec- 
essities of the present international situation. 
Annual additional collections through the 
audit of returns have recently been estimated 
at about $2 billion. In testimony™ before the 
Ways and Means Committee in 1951, the 
Commissioner of Internal Revenue antici- 
pated that 1948 individual income tax re- 
turns examined or to be examined would 
produce a total of $753 million. He also esti- 
mated an annual loss of $1 to $1.5 billion 
because of failure to obtain perfect compli- 
ance with the tax statute. The enormity of 
the job of tax administration appears from 
the basic fact that between 80 million and 
90 million returns are filed annually with 
the Bureau of Internal Revenue. Of this 
number about four million are examined by 
a force of 20,000 revenue agents, deputy col- 
lectors and auditors. It would take 400,000 
examining officers to audit all the returns 
filed annually for every year since 1948. The 
job of training and absorbing additional Bu- 
reau employees needed to examine the re- 
turns that are now being audited is one of 


22 Hearings before Committee on Ways and 
Means, House of Representatives, 82nd Cong., 
1st Sess. on Revenue Revisions of 1951, p. 109. 

2 Trust of Bingham v. Commissioner, 45-2 uste 
1 9327, 325 U. S. 365; Williams v. McGowan, 
46-1 ustc f 9120, CCA-2, 152 F. (2d) 571; James 
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the principal undertakings of government 
at the present time. Anyone who contem- 
plates the job of processing the correction 
of tax returns with sympathy and under- 
standing will realize that in such a large 
operation many mistakes must be made. Our 
tax laws are complicated, and many tax- 
payers cannot afford to keep adequate rec- 
ords. The process of correction must go on 
not only because it produces such a large 
amount of revenue, but also because the 
morale of taxpayers would immediately 
deteriorate if they thought that their friends, 
neighbors and competitors were being per- 
mitted through carelessness or inadequate 
processing of returns to escape the payment 
of their just share of the total national tax 
liability. 

But the assertion of additional tax liability 
is an extremely serious matter, especially for 
individual taxpayers who cannot afford to 
purchase expert assistance in the prepara- 
tion of their returns and in the subsequent 
controversy about disputed items. It is true 
that fees paid for assistance are deductible,” 
but this allowance does not compensate, es- 
pecially in the case of low-bracket taxpayers, 
for the expense involved; moreover, it makes 
no allowance for the time expended, the 
trouble caused and the anxiety suffered by 
most taxpayers in a controversy with their 
government. I have tried several cases in 
which the life savings of elderly taxpayers 
were put in jeopardy by an erroneous claim 
for additional taxes. There are cases in which 
the mere assertion of tax liability may do 
irreparable damage to the taxpayer’s busi- 
ness, especially if the Bureau resorts, as it 
sometimes does with an inexplicable reck- 
lessness, to the extraordinary remedy of a 
jeopardy assessment. Taxpayer cooperation 
is an essential of good tax administration * 
and it would be a tragic eventuality if tax 
administration should degenerate into a dis- 
orderly process of harassing taxpayers merely 
for the sake of revenue. 


Work of Tax Court 


Since my suggestions go in part to the 
load which is now being placed upon the 
Tax Court I would like to give some sta- 
tistics as to the work of that court. From 


- the establishment of the court in 1924 to 


September 30, 1952, about 157,000 income, 
profits, estate and gift tax cases were dock- 


A. Connelly, CCH Dec. 15,080, 6 TC 744 (1946); 
Howard E. Cammack, CCH Dec. 14,680, 5 TC 467 
(1945). 

*% Blough, The Federal Taxing Process, p. 178 
(1952). 
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eted with the court, involving gross deficien- 
cies of $5,785 billions. During this period 
the court closed 145,000 of these cases, in- 
volving gross deficiencies of approximately 
$4.86 billions. The 12,382 cases pending be- 
fore the court on September 30, 1952, in- 
volved gross deficiencies of about $924 million 
and net deficiencies of $838 million. These 
totals do not take into consideration 204 
renegotiation proceedings and two process- 
ing tax proceedings pending September 30, 
1952. The figures I have given should be 
sufficient to furnish an index to the im- 
portance of the Tax Court in the taxing 


process. As you see, it has not been an idle 
court. 


Author’s Recommendations 


On the basis of this discussion I would 
like to make some recommendations:* 


(1) The first suggestion is a more careful 
screening of proposed deficiencies at the 
level of the revenue agent’s office. The screen- 
ing process I have in mind would not mean 
a less vigorous enforcement of taxes. It 
would not allow taxpayers any unwarranted 
favors. But it would strike out deficiencies 
in cases like the Fisher case, and thus elimi- 
nate the hardship of forcing taxpayers like 
Fisher to defend themselves against totally 
unfounded deficiencies. It would also release 
the time and energy of busy representatives 
of the government to work on cases of 
greater importance. Finally, it would free 
the Tax Court from the burden of listening 
to testimony and writing findings of facts 
and opinions in many cases in which the 
government’s case is hopeless from the start. 


(2) The process of adjustment and settle- 
ment should operate with higher efficiency 
at the conference level in the revenue agent’s 
office and at the Appellate Staff level.” Cases 
like the Allen case, having doubts and equi- 
ties on both sides, should be disposed of on 
some fair middle-ground basis unless it is abso- 
lutely impossible to do so. Not only would 
this give government trial attorneys and the 
judges of the Tax Court more time to work 


2% Many further suggestions made by tax at- 
torneys in discussion with me deserve careful 
study. Among them are: (1) the use of the 
pretrial conference technique and examinations 
before trial; (2) the separation of issues in 
some types of cases; (3) more extensive use of 
commissioners in certain types of cases; (4) 
the elimination of the requirement that opinions 
be written in all cases; and (5) procedures to 
compel the stipulation of uncontested facts. 


7% It has been suggested that the Bureau’s 
compromise authority should be broadened by 
statute to permit it to deal more freely with 


on other cases and save expense to the tax- 
payer, but frequently it would also lead to 
more equitable results than can follow from 
a court decision for one litigant or the other. 
Here again I am not recommending a policy 
of appeasement. I am simply saying that 
both sides, government and taxpayer, would 
be better off if settlements were made in 
more cases involving issues in close balance 
where questions of fact or law can go either 
way on the actual trial of the case. . 


(3) My next recommendation is that the 
Chief Counsel’s office be given a more re- 
sponsible part to play in the vital process of 
adjustment and settlement. At the present 
time the Appellate Staff has the exclusive 
right to decide the question whether and 
how a case should be settled. The attorney 
who has to go on the firing line of trial 
usually has no solid participation whatever 
in this decision. He may make recommen- 
dations, but all tax practitioners know of 
cases in which the opposing government 
attorney thinks that the government’s inter- 
est would be promoted by an available set- 
tlement which he cannot get the Appellate 
Staff to accept.” In many of these cases 
the attorney is right, and trial brings to the 
government a less favorable result than it 
would have been able to get on a settlement. 


(4) Some slight statutory changes could 
relieve the Tax Court of a good deal of 
litigation. You are all familiar with instances 
of statutory ambiguities in provisions of the 
Code which require clarification. Merely by 
way of example, I might mention the prob- 
lem which came before the Tax Court in 
the Sherman case.” In this case the tax- 
payer, who resided with his family in a 
house owned by him in Worcester, Massa- 
chusetts, was employed in 1945 as production 
manager and purchasing agent of a factory 
located near Worcester. In 1945 he started as 
sole proprietor a part-time sales business in 
New York City. Although he had a mailing 
address in New York, he had no office or place 
of business, and no employees there. While he 
was in New York he stayed at a hotel, gener- 
ally several days at a time. During the year he 


doubtful cases without fear of violating supposed 
restrictions on its compromise power. Since 
I am of the opinion that the Bureau’s com- 
promise power is unlimited, I cannot concur in 
the need for its legislative broadening. For a 
fuller discussion of the compromise power see 
Paul, Selected Studies in Federal Taxation, 2d 
Series (1938) p. 53 and following. 

27 Cf. Goodrich, work cited at footnote 12. 

2% Joseph H. Sherman, Jr., CCH Dec. 18,119, 
16 TC 332 (1951). See also 8S. M. R. O’Hara, 
CCH Dec. 15,115, 6 TC 841 (1946); Helen E. 
Stairwalt, CCH Dec. 19,165, 11 TCM 902 (1952). 
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spent more time in Worcester than in New 
York, but the profits realized from the New 
York venture exceeded his Worcester salary. 
Construing Section 34(a) (1) (A) of the Code, 
the court held that the taxpayer’s “home” 
for tax purposes was in Worcester. He was 
therefore held entitled to deduct his expenses 
for travel to and from New York City, for 
meals and lodging while there, and certain 
expenditures made in carrying on his New 
York business. This is the sort of problem 
which could readily be resolved by a simple 
statutory modification. 


(5) My next suggestion is one which has 
been formally adopted by the American Bar 
Association. At the present time the Tax 
Court is the only court established by Con- 
gress that does not enjoy the benefit of 
provisions for judicial retirement, as dis- 
tinguished from retirement under Civil Serv- 
ice laws. Members of the Supreme Court, the 
federal courts of appeals and the district 
courts have this protection. Judges of the 
Court of Claims, of the Court of Customs 
and Patent Appeals, and of the Customs 
Courts have life terms and judicial retire- 
ment. The Tax Court is therefore at the 


moment what Arthur Krock of the New. 


York Times has aptly called “the stepchild 
of the Federal judiciary." The Bar Asso- 
ciation has recently recommended™ a sys- 
tem of retirement benefits for Tax Court 
judges who have attained the age of 70, or 
who have served for a period of 20 years. 
The adoption of this system would enable 
some of the less vigorous of the Tax Court 
judges to retire. The retiring judges could 
be replaced by younger lawyers more able 
to stand the heavy strain of Tax Court 
work.” One feature of the plan proposed by 
the Bar Association is that it provides for 
recalling retired judges to active service for 
limited periods during the year. The plan 
would therefore provide the Tax Court with 
the experienced assistance of the retired 
judges for part of the year.” Of course, 
some increased case load is inevitable for 
the Tax Court, but with this assistance the 
court could take care of a bigger load and 
perhaps avoid the disadvantages of enlarge- 
ment, or too great a use of commissioners, 


2? New York Times, March 21, 1952. 

%* Program on Committee Reports, Twelfth 
Annual Meeting of Tax Section, American Bar 
Association, held in New York City, September 
13, 1951, p. 97. 

%1The Tax Court for its fall term, 1952, has 
hearings of 55 weeks scheduled in the 28 fol- 
lowing cities: Tulsa, Dallas, New York, Colum- 
bus, Greensboro, Los Angeles, Pittsburgh, Cin- 
cinnati, Louisville, Milwaukee, Boston, San 
Francisco, St. Louis, Philadelphia, Jacksonville, 
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which many feel will otherwise be necessary 
if it is to take care of the present load of 
Tax Court cases. As a matter of fact, 
retiring judges would be able to take care 
of many of the cases now being handled by 
commissioners since this work would not 
require traveling. 


You will note that the last two of these 
suggestions call for action by Congress. 
The first three call for action by the Bureau 
of Internal Revenue or the Treasury. How- 
ever, insofar as the failure of the settlement 
process derives from a stubborn and litigious 
attitude on the part of taxpayers’ repre- 
sentatives, which is frequently the case, the 
Bureau is helpless. My hint must be plain 
enough. If it is not, I will repeat an old 
English proverb:* “A sorry agreement is 
better than a good suit in law.” The 
wisdom of this ancient proverb is certainly 
applicable to modern tax controversies. 


I have tried to describe some conditions 
in the development of tax law that badly 
need correction. One is rapidly increasing 
congestion of the Tax Court docket. This 
condition seems in part to reflect a tendency 
to assert unfounded deficiencies and a par- 
tial paralysis of the settlement process 
where doubtful deficiencies are properly 
asserted. The other condition, the high 
percentage of victory for taxpayers, also 
suggests a lack of competent surveillance 
over the assertion of deficiencies and grave 
shortcomings in the indispensable processes 
of administration looking to the compromise 
of tax controversies. The continuation of 
these conditions will have many deplorable 
results. Tax justice will be delayed; this 
will adversely affect both the government 
and taxpayers. An overloaded Tax Court 
cannot be expected to do the requisite job 
on the many important cases of general 
interest presented to the court which will 
be the precedents of the future. The end 
result of the further development of existing 
conditions may well be a general loss of 
faith in the income tax, the sheet anchor 
of our federal revenue system, and an 
increased pressure from the enemies of that 
system to substitute some other less de- 
sirable system in its place. The existing 


San Antonio, Galveston, Seattle, Chicago, Cleve- 


.land, Atlanta, Buffalo, Nashville, Knoxville, 


Detroit, Omaha, Des Moines, Indianapolis, 
Washington. 

It should be noted that the Tax Court now 
has the same complement of members as when 
it was established in 1924. Of course, its case 
load is far greater. 

# Bond, ‘“‘The Law and Lawyers and English 
Proverbs,’’ 21 American Bar Association Journal 
724 (1935). 
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federal tax system is the soundest method 
at our disposal for raising the vast sums 
required for the defense of the country 
and the expanded needs of modern govern- 





























UPREME Court decisions, I suppose, 
must always be regarded as highlight 
developments, and, indeed, this year’s crop 
in the income tax field is of considerable in- 
terest. Most unwelcome to the tax bar, 
from a professional standpoint, was the 
decision in Lykes v. U. S.,. which denied the 
deduction as a nonbusiness expense of legal 
fees paid in contesting a gift tax deficiency. 
The Court regarded such fees as a personal 
expenditure and not one incurred “for the 
management, conservation or maintenance 
of property held for the production of in- 
come.”* In a sharp dissent, Mr. Justice 
Jackson, joined by Mr. Justice Frankfurter, 
argued: “Certainly contest against unwar- 
ranted exaction, regardless of its amount or 
outcome, is for the conservation of property 
and its reasonable cost is deductible.” ® 































































































Shortly after the Lykes decision, the 
Court of Appeals for the Eighth Circuit in 
Baer v. Commissioner* reversed the Tax 
Court and allowed the taxpayer to deduct 
legal fees paid to his attorneys for working 
out a property settlement in connection 
with his wife’s suit for divorce. The sig- 
nificant fact here was that the efforts of the 
attorneys enabled the taxpayer to retain 
voting rights and other restrictions over 
5,000 shares of stock of the corporation of 
which he was president, thus protecting his 
control of, and income from, the corpora- 
tion. With Judge Woodrough dissenting, 
the court distinguished the Lykes case on 





























































































1 52-1 ustc f 9259, 343 U. S. 118 (1952). 
2 Code Sec. 23 (a) (2). 
3 343 U. S., at p. 128. 

















ment. It is to be fervently hoped that a revenue 
system so well suited to the needs of the coun- 
try will not fail for want of competent, ob- 
jective administration. 


Highlight Developments of the Year 


By ALBERT E. ARENT, Attorney 
Posner, Berge, Fox and Arent 
Washington, D. C. 





[The End] 





the ground that there the legal services 
related to property which the taxpayer had 
given away and served to reduce rather 
than conserve the property held for the 
production of income. 


Lilly v. Commissioner 


In Lilly v. Commissioner® the Supreme 
Court, following its decision in Commis- 
sioner v. Heininger,, once more repressed 
the inclination of the Tax Court, and in 
this case the Fourth Circuit, to decide tax 
questions upon their conception of business 
morality. The taxpayers were opticians 
who remitted one third of the retail price 
of eyeglasses to the doctors who sent them 
their patients. The Commissioner and the 
lower courts disallowed these rebates as 
ordinary and necessary expenses of carry- 
ing on business on the ground that such 
payments were contrary to public policy. 
Finding no violation of federal or state law 
involved, but merely the disapproval of the 
professional societies, the Court refused to 
regard the latter as constituting a “sharply 
defined national or state policy” the frustra- 
tion of which would preclude the deducti- 
bility of expenses under Section 23 (a) (1) 
(A) of the Internal Revenue Code. 


The Commissioner, however, does not 
read this decision as telling him that pro- 
fessional ethics are none of his business. 


452-1 ustc § 9310, 196 F. (2d) 646. 
5 52-1 ustc f 9231, 343 U. S. 90. 
® 44-1 ustc § 9109, 320 U. S. 467. 
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In I. T. 4096," issued last month, he an- 
nounced: “Whether reasonable payments 
made by a surgeon on a split-fee basis to 
other physicians who refer patients to him 
represent deductible business expense must 
be determined in the light of all the cir- 
cumstances in each case.” He conceded, 
however, on the basis of the Lykes case, 
that “as a general rule, such payments are 
deductible for Federal income tax purposes 
provided they are normal, usual and cus- 
tomary in the profession and in the com- 
munity; are approriate and helpful in 
obtaining business; and do not frustrate 
sharply defined national or state policies 
evidenced by governmental declarations 
prescribing particular types of conduct.” 
Perhaps, now, lawyers who pay forwarding 
fees to other lawyers without the knowl- 
edge of the client and without measuring 
the payment by the amount of work and 
responsibility assumed by the forwarding 
lawyer, contrary to the strict provisions of 
the canons of ethics of the American Bar 
Association, may be called upon to prove 
that their loose practice is normal, usual 
and customary in the profession. 


U. S. v. Robertson 


A decision of the Court of Appeals for 
the District of Columbia, McDermott v. 
Commissioner’ which had managed to sur- 
vive for a surprising number of years, was 
directly challenged in 1951 by the decision 
of the Court of Appeals for the Tenth Cir- 
cuit in U. S. v. Robertson. The McDermott 
case had held that the annual Ross Prize 
awarded by the American Bar Association 
for an essay on a designated legal subject 
was not taxable income to the recipient. 
In 1949 the Commissioner announced that 
that decision would no longer be followed,” 
and the Supreme Court finally sustained the 
position taken by the Commissioner and 
the Tenth Circuit." This case involved an 
award offered by a philanthropist for the 
three best symphonies written by native- 
born composers. The offer required that 
none of the compositions be published or 
publicly performed prior to entry in the 
contest. The winning compositions remained 
the property of the composer, except for 
certain motion picture, transcription and 
other rights reserved for the Detroit Sym- 


7 1952-18-13910 (p. 3). 

8 45-2 ustc {| 9340, 150 F. (2d) 585. 
® 51-2 ustc J 9401, 190 F. (2d) 680. 
0 T. T. 3960, 1949-2 CB 13. 

11 52-1 ustc {| 9343, 343 U. S. 711. 
12 343 U. S., at p. 714. 
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phony Orchestra. In a very brief opinion 
Mr. Justice Douglas approached the ques- 
tion as one of contract. The acceptance by 
the contestants of the offer created an en- 
forceable contract, and the payment for 
services rendered or consideration paid 
pursuant to a contract is in no sense a gift. 
“Where the payment is in return for serv- 
ices rendered, it is irrelevant that the donor 
derives no economic benefit from it.” ” 


Not all prizes and awards, however, are 
taxable. “The case would be different,” the 
Court pointed out, “if an award were made 
in recognition of past achievements or pres- 
ent abilities, or if payment was given not 
for services ..., but out of affection, re- 
spect, admiration, charity or like impulses.” * 
Thus, the Nobel and Pulitzer Prizes, 
awarded in recognition of past performances 
and requiring no submission of product or 


granting of rights, are not affected by this 
decision. 


The Robertson decision has aroused some 
speculation as to whether the authority of 
the Bogardus“ case has been weakened. 
There, you will recall, payments made by a 
company which had taken over the business 
of another corporation to former employees 
of the latter corporation were held to be 
gifts rather than compensation for services. 
The recipients never having been employed 
by the successor corporation, the Supreme 
Court found and honored an intention to 
make “gifts in recognition of, not pay- 
ments for, former services.” Within the 
past few weeks, however, the Tax Court 
has released a decision in the case of Alice 
M. MacFarlane™ indicating that there is 
still plenty of life in the Bogardus decision. 
A large payment, equivalent to two months’ 
salary and the preceding year’s bonus of 
her deceased husband, was made to the 
taxpayer in 1944 by the corporation of 
which the husband had been an executive. 
The company had no policy or practice of 
making such payments to widows of its 
employees. Pursuant to I. T. 3329," the 
widow did not report this as taxable in- 
come, although the corporation deducted 
it as a business expense. The Commissioner 
treated the amount received by the widow 
as taxable income to her on the ground that 
the payment was in discharge of the com- 


_pany’s obligation to pay the husband a 


bonus. The Tax Court, citing Bogardus, 


18 See footnote 12: 

14 Bogardus v. Commissioner, 37-2 ustc {| 9534, 
302 U. S. 34. 

15 302 U. S., at p. 43. 

16 CCH Dec. 19,235, 19 TC —, No. 2. 

17 1939-2 CB 153. 





held for the widow on the ground that 
there was no legal obligation on the em- 
ployer to make the payment and that the 
intention was to make a gift to the widow 
because of her circumstances. Thus, a 
distinction remains between payments made 
in return for services rendered and those 
made in recognition of former services. The 
MacFarlane decision “casts doubt upon the 
validity of I. T. 4027” in which the Com- 
missioner in 1950 announced that for future 
years, I. T. 3329 would not be followed 
insofar as it treated as a gift or gratuity 
payments made in cases in which services 
had been rendered to the person making 
the payment. “Thus,” according to I. T. 
4027, “the essential factor is whether serv- 
ices were rendered to the employer, not... 
whether services were rendered by the re- 
cipient.” To the courts, however, the essen- 
tial factor still seems to be donative intent— 
a Subjective element conducive to litigation. 


Conflict Between Switlik 
and Bauer Cases 


The year 1952 saw the development of a 
conflict with the Switlik case ® in which the 
Court of Appeals for the Third Circuit 
in 1950 had affirmed a Tax Court decision 
permitting a stockholder of a dissolved cor- 
poration to deduct in full, as an ordinary 
loss, his payment as transferee of the cor- 
poration’s tax liability. In Commissioner v. 
Bauer” the Court of Appeals for the Second 
Circuit, dealing with a stockholder’s trans- 
feree liability for a judgment obtained against 
a corporation after dissolution, decided that 
since the liquidation which gave rise to the 
transferee liability had produced capital 
gain, subsequent payments by those who had 
received the liquidating distribution retained 
the character of the original transaction 
and produced a capital loss. Two subse- 
quent decisions in the same circuit adhered 
to the principle announced in the Bauer 
case. One, like the Switlik case, dealt with 
a transferee liability for taxes.“ The other 
dealt with a payment under a guarantee 
given by a stockholder in connection with 
the sale of his stock.” Whether adherence 
to “the theory of the single year as the unit 


18 1950-2 CB 9. 

1% Commissioner v. Switlik, 50-2 ustc { 9446, 
184 F. (2d) 299. 

252-1 vustc 9152, 193 F. (2d) 734, cert. 
granted June 9, 1952, sub nomine Arrowsmith, 
Executor. 

11 Milliken v. Commissioner, 52-1 ustc {| 9284, 
196 F. (2d) 135. 

22 Duveen Brothers, Inc. v. Commissioner, 52-1 
ustc J 9335, 197 F. (2d) 118. 


of taxation” ™ requires the taxpayer to be 
given the windfall provided by the Switlik 
case is a question which will be decided dur- 
ing the coming term by the Supreme Court 
of the United States, which has granted cer- 
tiorari in the Bauer case. 


Conflict Between Healy 
and Hall C. Smith Cases 


In challenging the Switlik case, the 
Second Circuit made it clear that it did 
not question the principle that a tax return 
for a previous year may not be reopened 
to reflect subsequent facts. One month 
later, in Healy v. Commissioner. it applied 
this principle to the taxpayers’ detriment 
in the following situation. Taxpayers, as 
transferees of an insolvent corporation, were 
required to pay a corporate tax deficiency 
resulting from a disallowance of part of the 
compensation paid to them in previous 
years. They sought to reduce their personal 
tax liabilities for the years when the salaries 
were received on the ground that the amounts 
which they later paid to satisfy the cor- 
porate tax deficiencies were impressed with 
a trust from the time of their receipt as 
salaries. The court held that the liability 
of the taxpayers as transferees was not yet 
fixed in the years the salaries were paid 
and that taxpayers, having received their 
salaries under a claim of right and without 
restriction as to their disposition, could not 
reduce their tax for the years in question 
by reference to subsequent events. Almost 
simultaneously, the Sixth Circuit released 
Commissioner v. Hall C. Smith a decision 
involving an analogous set of facts but 
reaching a directly contrary result. It held 
that the receipt of the excessive salary, to 
the extent the taxpayer was held liable as 
transferee, constituted the “bare receipt of 
property or money wholly belonging to 
another” * and was not taxable. On Oc- 
tober 13, the United States Supreme Court 
granted certiorari to resolve this conflict 
between the circuits. 


The decision of the Supreme Court in 
U. S. v. Lewis™ intervened between the 
Tax Court decisions and the circuit court 
decisions in each of these cases. The Su- 


23 Bauer, cited at footnote 20, at p. 735. 

452-1 ustc {§ 9200, 194 F. (2d) 662, cert. 
granted October 13, 1952; also reported below 
as Hartfield v. Commissioner. 

2352-1 ustc { 9221, 194 F. (2d) 536, cert. 
granted October 13, 1952. 

2% Quoting Commissioner v. Wilcox, 46-1 ustc 
f 9188, 327 U. S. 404, 408. 

1 51-1 ustc f 9211, 340 U. S. 590. 
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preme Court, reversing the Court of Claims 
in Lewis, held that a corporate officer was 
taxable on the full bonus received by him 
even though it had been erroneously com- 
puted upon profits before taxes, whereas 
his agreement with the corporation required 
that it be computed upon profits after taxes, 
and even though he had been compelled 
to repay the excess to the corporation in a 
later year. The Second Circuit apparently 
thought the Lewis principle controlling; the 
Sixth Circuit did not even cite the case. 
Personally, I shall be very much surprised 
if the Second Circuit’s views do not prevail. 


U. S. v. Rutkin 


The Sixth Circuit cited Commissioner v. 
Wilcox * as authority for its decision in the 
Hall C. Smith case. Only five weeks later, 
however, the Supreme Court, in the Rutkin 
case,” while refraining from overruling the 
Wilcox case, gave it such a hearing that it 
no longer commands respect as authority 
for anything other than an identical set of 
facts. In Wilcox, an embezzler was held 
not to be taxable upon his ill-gotten gains, 
because he did not acquire any ownership 
rights in the money and “the bare receipt 
of property or money wholly belonging to 
another” does not produce taxable income. 
Rutkin obtained the money upon which 
the Commissioner attempted to tax him by 
extortion. This time the Supreme Court 
held for the Commissioner on the ground 
that “an unlawful gain, as well as a lawful 
one, constitutes taxable income when its 
recipient has such control over it that, 
aS a practical matter, he derives readily 
realizable economic value from it.” Four 
dissenting Justices pointed out that one who 
extorts money stands in precisely the same 
relationship to it as one who embezzles 
money. “He has neither legal nor equitable 
claim to the extorted money and is under 
a continuing obligation to return it to its 
owner.”* Despite the fact that Rutkin 
was decided by a five to four vote, the 
Wilcox doctrine has been in such disrepute 
that the courts are welcoming the oppor- 
tunity to limit it to its precise facts. In 
W. L. Kann.” for example, the Tax Court 


*8 Cited at footnote 26. 

*U. 8. v. Rutkin, 52-1 ustc {| 9260, 343 U. S. 
130 (1952). 

3% 343 U. S., at p. 137. 

31 343 U. S., at pp. 139-140. 

CCH Dec. 19,194, 18 TC —, No. 131 (1952); 
see also Henry C. Boucher, CCH Dec. 19,082, 
18 TC —, No. 85 (1952). 

3 1945 CB 57. 

% CCH Dec. 16,735, 11 TC 1076 (1948). 
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managed to apply the Rutkin principle eveti 
to a case involving alleged embezzlement, 
distinguishing the Wilcox facts on the 
ground that the taxpayers in this case were 
never indicted nor convicted of embezzle- 
ment, were in complete control of the cor- 
poration from which they were supposed to 
have embezzled and were in a position to 
make good their defalcations so that there 
was no reason to fear the tax would be 
collected at the victim’s expense. Although 
the decision may properly rest upon a sus- 
picion that the alleged embezzlement was a 
theory concocted to extricate the tax- 
payers from their difficulties with the Com- 
missioner of Internal Revenue, the factual 
distinctions from the Wilcox case at which 
the court grasped had little bearing upon 
the Supreme Court’s reasoning in that case. 


Deductibility 
of Over-Ceiling Payments 

During World War II and the years 
preceding the termination of wartime price 


controls, businessmen who violated OPA 
price standards in purchasing goods for 


‘ sale were plagued not only with the pos- 


sibility of prosecution and civil penalties 
under the price control legislation but also 
with the danger, publicly declared by the 
Commissioner of Internal Revenue in I. T. 
3724,” that the over-ceiling portion of the 
payment would be disallowed as a part of 
the cost of goods sold or as a business- 
expense. deduction in computing federal in- 
come tax. In the Lela Sullenger case,™ 
decided at the end of 1948, the Tax Court, 
with only one dissent, allowed the deduction 
of the over-ceiling payment and suggested 
that the Constitution required that the full 
cost of goods sold must be deducted from 
gross receipts in order to arrive at the gross 
income which the government may tax 
directly without apportionment. The Com- 
missioner withdrew his appeal to the Fifth 
Circuit in that case, but he pressed a number 
of other test cases in the hope of creating 
a conflict among the circuits. 


The year 1952 saw the defeat of the 
Commissioner’s efforts in four circuits * and 


his grudging acquiescence on September 


. 8 Commissioner v. Weisman, 52-1 ustc { 9353, 
197 F. (2d) 221 (CA-1); Hofferbert v. Anderson 
Oldsmobile, Inc., 52-1 ustc { 9358, 197 F. (2d) 
504 (CA-4); Jones v. Herber, 52-2 ustc { 9397, 
198 F. (2d) 544, (CA-10); Commissioner v. 
Guminski, 52-2 ustc 9411, 198 F. (2d) 265, 
(CA-5) ; Commissioner v. Gentry, 52-2 ustc J 9412, 
198 F. (2d) 267, (CA-5); Commissioner v. Sol 
Smith, 52-2 ustc { 9488, (CA-5); Commissioner 
v. Baum, 52-2 ustc {| 9494 (CA-5). 
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4, 1952, in the Sullenger decision. The ac- 
quiescence, however, was limited to taxable 
periods prior to the enactment of the De- 
fense Production Act of 1950, as amended 
in 1951, and gave warning that payments 
in excess of price ceilings established by 
the present OPS would be disallowed as 
part of the cost of goods or as a business- 
expense deduction.” 


This time it looks as if the Commis- 
sioner has something which nobody can 
afford to take lightly. Section 405 (a) of 
the Defense Production Act of 1950, as 
amended,” authorized the President to pre- 
scribe the extent to which payments made 
in contravention of either price or wage and 
salary controls shall be disregarded in 
determining costs or expenses “for the 
purposes of any other law or regulation, 
including bases in determining gain for tax 
purposes.” In General Order 15,” effective 
April 5, 1952, this authority with respect 
to over-ceiling prices was delegated to the 
director of price stabilization and, with re- 
spect to unauthorized wage or salary in- 
creases, to the wage and salary stabilization 
boards and certain other special agencies. 


Similar power with respect to wages and 
salaries was contained in the World War II 
legislation, whereas the rule announced in 
I. T. 3724 was based upon the public policy 
against allowing the deduction of illegal 
payments—a construction which, it has been 
rumored, was pressed upon a reluctant Com- 
missioner of Internal Revenue by a deter- 
mined OPA. It was two and a half years 
after the Sullenger decision before the ques- 
tion of the deductibility of wage payments 
which violated the wage stabilization laws 
was decided by the Tax Court. In The 
Weather-Seal Manufacturing Company,” a 
unanimous court accepted the authority of 
an executive order directing the disallow- 
ance of a portion of the unlawful wage 
payments, such order having been issued 
pursuant to the following statutory provision: 


“The President shall also prescribe the 
extent to which any wage or salary payment 
made in contravention of such regulations 
shall be disregarded by the executive de- 
partments and other governmental agencies 
in determining the costs or expenses of any 


% See Chester M. Harkins, 
19,197(M), 11 TCM 941 (1952). 

3st Act of September 8, 1950, Ch. 932, Tit. IV, 
Sec. 405, 64 Stat. 807, as amended July 31, 1951, 
Ch. 275, Tit. I, Sec. 104 (i), 65 Stat. 136, 50 
App. USC App. Sec. 2105. 

%17 Federal Register 2994 (1952). 

% CCH Dec. 18,343, 16 TC 1312 (1951) (on ap- 
peal to CA-6). 
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employer for the purposes of atiy other law 
or regulation.” *” 


On January 9, 1952, a federal district 
court in N. A. Woodworth Company v. 
Kavanagh“ took a similar position, holding 
that “in view of the broad power to provide 
civil sanctions resident in Congress, the 
sanction invoked against plaintiff by the 
War Labor Board is not violative of the Fed- 
eral Constitution.” “” This same principle 
may be extended to the price field, in view 
of the identical statutory authority now 
vested in the President with respect to 
collateral sanctions for the enforcement of 
either price or wage stabilization laws. 


In Hofferbert v. Anderson Oldsmobile, 
Inc.,“ which held for the taxpayers on the de- 
ductibility of over-ceiling prices paid for 
merchandise, Judge Dobie carefully based 
his opinion on statutory interpretation rather 
than constitutional grounds, pointing out 
the absence of statutory authority for tax 
sanctions in the price field in contrast to the 
specific authority given in the wage field. 
He referred also to the Defense Production 
Act of 1950, as amended, and left no doubt 
as to where the Fourth Circuit would stand 
on enforcing tax sanctions in both spheres 
in the future. To the same effect is the 
concurring opinion of Judge Magruder in 
Commissioner v. Weisman. 


So far, the constitutional question appears to 
have been raised principally in terms of the 
scope of Congressional power under the Six- 
teenth Amendment, authorizing the imposi- 
tion of income taxes without apportionment, 
and the question has been answered in terms 
of the broad power of Congress to provide 
civil sanctions as an aid in effecting its 
purpose in fields in which it has constitu- 
tional power to act. Perhaps, in view of the 
absence of any specific standards in the 
legislation authorizing the President to pre- 
scribe the extent to which unlawful price or 
wage payments shall be disregarded for tax 
and other purposes, future disallowances of 
over-ceiling payments by the Commissioner 
of Internal Revenue may be atiacked on 
the grounds of unlawful delegation of Con- 
gressional power. 


# Act of October 2, 1942, Ch. 578, Sec. 5, 56 
Stat. 765, 50 USC App. Sec. 965. 

41 52-1 ustc { 9161, 102 F. Supp. 9 (DC Mich.) 
(on appeal to CA-7). 

42102 F. Supp., at pp. 13-14. 

43 Cited at footnote 35. 

4 Cited at footnote 35. 
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Redemptions of Stock 


How a stockholder can get assets out of 
a going corporation without being stuck 
with a taxable dividend has been one of the 
hottest questions in tax practice for many 
years. The past year has brought no final 
solutions to the many perplexing problems, 
but there have been important develop- 
ments in connection with the application of 
Section 115(g). By providing dividend treat- 
ment for amounts distributed by a corpora- 
tion in redemption or cancellation of its own 
stock “at such time and in such manner as 
to make the distribution and cancellation 
or redemption in whole or in part essentially 
equivalent to the distribution of a taxable 
dividend,” this section has, for the most 
part, effectively discouraged attempts to 
drain surplus from corporations where the 
recipient of the funds remains a_ stock- 
holder. 


The Regulations“ have specifically pro- 
vided, however, that “a cancellation or re- 
demption by a corporation of all of the 
stock of a particular stockholder, so that 
the stockholder ceases to be interested in 


ihe affairs of the corporation, does not effect . 


a distribution of a taxable dividend.” This 
sentence has plagued the Commissioner in 
many cases of suspected tax evasion—es- 
pecially where shares were divided among 
members of a family group and some time 
later the entire holdings of certain members 
of the group were redeemed on a capital 
gain basis. 


Just about a year ago the Commissioner 
proposed a change in the Regulations de- 
signed to close this loophole.” Instead of 
continuing to state categorically that re- 
demption of all of the stock of a particular 
shareholder “does not” effect a dividend 
distribution, the proposed Regulations say 
that such redemption “will generally not” 
effect a dividend distribution. In addition, 
they add the following clause: 


‘. . . however, where such shareholder is 
closely related to remaining shareholders, 
that factor will be considered along with 
all other circumstances of the case in de- 
termining whether the distribution is essen- 
tially equivalent to a dividend.” 


Intense opposition has arisen to the pro- 
posed changes, and a recent inquiry at the 


Bureau indicates that no decision has yet 


Regs. 111, Sec. 29.115-9. 
4 Proposed amendment to Regs. 111, Sec. 
29.115-9, 16 Federal Register 10312 (1951). 
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been reached, or is likely to be reached in 
the immediate future, as to the definite 
adoption of the proposed changes. The 
Commissioner’s difficulties with Section 115 
(g) have been aggravated this year by a 
series of Tax Court decisions which seem 
to reflect a tendency to apply the section 
somewhat less stringently than had gener- 
ally been anticipated. 


Particularly significant in the light of the 
proposed amendment to the Regulations is 
the case of John T. Roberts," an opinion by 
Judge Opper. There, the taxpayer, who 
owned 1,500 shares of a corporation’s stock, 
acquired the remaining 500 shares by be- 
quest from his brother. Six months later 
the directors voted to redeem those 500 
shares for $92,000, the price at which they 
had been valued for estate tax purposes. 
The court, ignoring the form of the trans- 
action, treated it as if it were a redemption 
of all of the shares of one stockholder, the 
brother’s estate, which under the present 
Regulations is not equivalent to a dividend. 
How damaging the decision is to the Com- 
missioner’s aspirations in this field is 
apparent when one considers that, notwith- 
standing the Regulations, revenue agents 
have on occasion tried to treat as a divi- 
dend the redemption of all of the stock 
held by an estate where such stock would 
have descended to the person or persons 
who owned all of the remaining stock of 
the corporation. 


During the past year the Tax Court has 
repeatedly held that the existence of a 
legitimate business purpose for the redemp- 
tion of part of a shareholder’s stock may 
justify capital-gain treatment, even though 
the net effect of the transaction is to en- 
able the shareholders to receive a distribu- 
tion from accumulated earnings while 
preserving their position as continuing 
stockholders in the enterprise. In G. E. 
Nicholson® the taxpayers, who owned all 
of the common stock of a corporation, 
sought to improve the financial position of 
the corporation by making personal loans 
at their bank for the purpose of advancing 
the proceeds to the corporation. Their 
banker insisted that such stockholders’ loans 
be subordinated to any future loans which 
the bank might make to the corporation. 
For this reason the stockholders, instead 


“of making loans to the corporation, pur- 


chased preferred stock. Within ten months 4 
major part of this preferred stock was re- 


47 CCH Dec. 18,811, 17 TC 1415 (1952) (nonacq.) 
(on appeal to CA-4). 

* CCH Dec. 18,808, 17 TC 1399 (1952) (nonacq.) 
(on appeal to CA-10). 
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deemed by the corporation. The Tax Court, 
in another opinion by Judge Opper, looked 
to the original purpose for which the pre- 
ferred stock was issued and treated the re- 
demption as* if it were the repayment of 
loans. Pointing out that there was no pre- 
conceived plan to drain off accumulated 
profits in the form of capital gain, the court 
held the redemption analogous to the partial 
recovery of capital loans, made as a business 
precaution but found to be unnecessary. 
The court reached back to the old Board of 
Tax Appeals case of Pearl B. Brown, Execu- 
trix,” for a quotation upon which to rest 
its decision, as follows: ; 


“As the taxpayer may not in view of this 
statute, avoid the tax by an artificial device 
of empty forms so the Government 
may not . . . impose a tax merely because 
there has been a stock redemption, where 
the circumstances are free from artifice and 
beyond the terms and fair intendment of 
the provision.” 


The liberal attitude of the Tax Court 
in the Roberts and Nicholson cases in not 
holding the taxpayers bound by the form 
which they had adopted for their trans- 
actions is difficult to reconcile with two 
other 1952 decisions of the same court ™ 
which found taxable dividends where tax- 
payers made the mistake of first buying 
out other stockholders and then reselling 
the shares so purchased to the corporation. 


In another case, Isaac C. Eberly," which 
the Tax Court tossed off as a memorandum 
decision, credit reasons were again held 
sufficient to prevent treating the redemption 
of preferred stock as a dividend distribution. 
A taxpayer who owned over 99 per cent 
of the stock of a corporation was indebted 
to it in the amount of $130,000. It was 
necessary to reduce this debt in order to 
improve the corporation’s credit rating for 
necessary borrowing. The taxpayer, there- 
fore, sold the corporation 600 shares of 
preferred stock at par, payment being made 
by a reduction of his indebtedness to the 
corporation. In overruling the Commis- 


#CCH Dec. 7722, 26 BTA 901, 907 (1932), 
aff'd 4 ustc f 1258, 69 F. (2d) 602 (CCA-7, 1934), 
cert. den. 293 U. S. 570. 

8% George M. Hancock, CCH Dec. 18,950, 18 
TC —, No. 28 (1952); Frank P. Holloway, CCH 
Dec. 18,722(M), 10 TCM 1257 (1951). 

« 5§\CCH Dec. 18,702(M), 10 TCM 1157 (1951). 

532 Fred B. Snite, CCH Dec. 16,311, 10 TC 523, 
530 (1948), aff’d 49-2 ustc { 9470, 177 F. (2d) 819 
(CA-7); Abraham Kirschenbaum, CCH Dec. 
14,472(M), 4 TCM 342 (1945), aff’d 46-1 ustc 
7 9231, 155 F. (2d) 23 (CCA-2); James D. Robin- 
son, CCH Dec. 7974, 27 BTA 1018 (1933), aff’d 
4 ustc § 1263, 69 F. (2d) 972 (CCA-5, 1934). The 
Second Circuit held contra in Alpers v. Com- 
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sioner, the Tax Court pointed out that the 
corporation’s dividend policy had _ been 
liberal before the depression and that the 
corporation was not financially in a position 
to pay a dividend with which the taxpayer 
could pay off his debt. The court also men- 
tioned the fact that the preferred stock was 
not cancelled but was held as treasury stock—a 
fact which earlier Tax Court decisions had 
regarded as immaterial.” 


In John L. Sullivan™ the protection of 
the remaining assets of the business from 
the hazards which had revealed themselves 
in the development of certain oil and gas 
leases was held to be a sufficient business 
purpose to avoid the application of Section 
115 (g) to a partial redemption of stock. 
The stockholders had received in exchange 
not only the hazardous leases and certain 
drilling equipment but also notes and ac- 
counts receivable which would supply capital 
required for the development of these leases. 


Recent cases have also tempered the 
efforts of the Commissioner to extend the 
rule of the Bazley™ case, taxing as a divi- 
dend the exchange of common stock for 
debentures in a closely held corporation. 
Both the Tax Court in the Daisy Seide 
case™ and a district court in the Penfield 
case™ have held that the exchange of 
preferred stock for debentures did not re- 
sult in a dividend where the preferred stock 
was not held in the same proportion by the 
owners of the common stock and where the 
exchange appeared to have some valid 
business purpose. 


After a setback in the Tax Court,” the 
Commissioner has recently received some 
encouragement from a district court deci- 
sion, Zenz v. Quinlivan,® in his attempt to 
stop the practice of liquidating part of a 
corporation’s surplus at the time of a change 
of its stock ownership through the device of 
selling a portion of the stock to the outside 
investors and then selling all of the out- 
going stockholders’ remaining stock to the 
corporation. Technically, the stockholder 
falls within the sentence of the Regulations 


missioner, 42-1 ustc { 9297, 126 F. (2d) 58 
(CCA-2) and, despite its affirmance of the 
Kirschenbaum decision, may still adhere to the 
view that where the purchased stock is held as 
Treasury stock, there is no cancellation or re- 
demption to bring Sec. 115 (g) into play. 

53 CCH Dec. 18,812, 17 TC 1420 (1952). 

54 Bazley Vv. Commissioner, 47-1 ustc { 9288, 
331 U. S. 737. 

55 CCH Dec. 19,026, 18 TC —, No. 60 (1952). 

56 Penfield v. Davis, 52-1 ustc { 9320, 105 F. 
Supp. 292 (DC Ala.). 

51 Clarence R. O’Brion, CCH Dec. 18,689(M), 
10 TCM 1122 (1951). 

58 52-2 ustc { 9418, 106 F. Supp. 57 (DC Ohio). 
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which holds that a complete redemption of 
a stockholder’s shares shall not be treated 
as the distribution of a dividend. As a 
practical matter, however, the device en- 
ables the old stockholders to effect a dis- 
tribution of the liquid assets of a corporation 
—in substance the distribution of a divi- 
dend "—at capital-gain rates. Where such 
a transaction followed a bona fide reduction 
in the scope of the corporation’s business, 
the Tax Court in the case of Clarence R. 
O’Brion™ had no difficulty in recognizing 
the redemption as a true partial liquidation. 
In the absence of such a curtailment of the 
corporation’s business, the district court 
reached the opposite result. The ultimate 
resolution of this question is far from 
certain, since it can well be argued that 
the purpose of Section 115 (c), which pro- 
vides for capital gain on the liquidation or 
partial liquidation of a corporation, is fully 
accomplished when the retiring  stock- 
holders fully dispose of all their holdings, 
whether to outsiders alone, to the corpora- 
tion alone or partially to each. 


Stock Dividends and Bail-Outs 


Whatever his setbacks may be in the 
field of stock redemptions, the Commis- 
sioner has in large part made up for them 
by his tremendous victory last spring in a 
case involving bail-outs. In C. P. Cham- 
berlin® the Tax Court dealt squarely with 
the familiar device of a tax-free dividend of 
preferred stock on common followed by a 
sale of the preferred stock to insurance 
companies. In that case the corporation, 
having an enormous earned surplus and 
almost equivalent cash, bonds and notes, 
was concerned with the possible imposition 
of a penalty surtax under Section 102. It 
participated in conferences with the stock- 
holders and insurance companies at which 
the terms of the preferred stock were 
worked out and arrangements were made 
whereby the stockholders sold their divi- 
dend stock only three days after it was 
issued to them, Provision was made for 
the redemption of the preferred stock out 
of available earnings over a period of eight 
years, beginning only one year after its 
issuance. In agreeing with the Commis- 


sioner that the distribution of the preferred’ 


stock was a taxable dividend in the amount 


5° To the outgoing stockholders, not to the 
purchasers of their remaining stock. Cf. Ray 
Edenfield, CCH Dec. 19,236, 19 TC —, No. 3 
(1952), where the corporation issued its mort- 
gage notes to the retiring stockholders and the 
Commissioner unsuccessfully attempted to tax 
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received on its sale, less sales expenses, the 
court based its decision upon the following 
conclusions: (1) “the stock dividends were 
not in good faith for any bona fide corporate 
business purpose”; (2) “the entire plan 
was designed primarly for the benefit of 
the common stockholders whose will was 
the will of the corporation”; (3) “the real 
purpose of the issuance of the preferred 
shares was concurrently to place them in 
the hands of others, not the stockholders of 
the Metal Company, thereby substantially 
altering the common stockholders’ pre- 
existing proportionate interests in the cor- 
poration’s net assets and thereby creating 
an entirely new relationship amongst all the 
stockholders and the corporation.” There 
was but a single dissent, Judge Arundell 
arguing that the disposition made by the 
stockholders could not affect the character 
of the distributions made by the corporation 
and that business purpose was irrelevant. 


Judge Raum and Judge Opper concurred 
only in the result. In a separate opinion the 
latter argued that Strassburger v. Commis- 
sioner,” which held tax free a dividend of 


_ preferred stock on common where only 


common was outstanding, should be limited 
to its precise facts (there the taxpayer was 
the sole stockholder) and that the preferred 
stock dividend in the instant case should 
be held taxable merely because it opened 
the possibility of a separate sale by the 
stockholders of a part of their interest in 
the earnings and assets of the corporation. 


Tax practitioners know that after the 
Strassburger case was decided by the Su- ° 
preme Court in 1943 and until some time 
in 1946, the Bureau was issuing rulings 
which ‘accepted such preferred stock divi- 
dends as nontaxable, regardless of any in- 
tention on the part of the stockholders to 
sell the dividend stock. In view of the 
principles and attitude reflected in the ma- 
jority opinion, and a fortiori in the con- 
curring opinion, those who proceeded, 
without getting a ruling, to employ bail- 
outs, however discreetly conceived, will 
have to look to the appellate courts for relief. 


Although the Chamberlin case reviews at 
some length the history of the taxability of 
stock dividends, it makes no mention of two 
cases which were big news in 1951 and 
which earlier this year were reconciled 
when the Third Circuit reversed itself in 


the payments on such notes as dividends to the 
new stockholders. 

69 Cited at footnote 57. 

1 CCH Dec. 18,935, 18 TC 164 (1952) (on appeal 
to CA-6). 

62 43-1 ustc {J 9363, 318 U. S. 604. 
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the Wiegand case.™ Both that case and the 
Tourtelot™ case in the Seventh Circuit 
involved the same stock dividends of a 
corporation which had two classes of stock 
outstanding. Class A, in addition to sole 


voting rights, had priority as to dividends ° 


and in liquidation over Class B and was en- 
titled to share equally in any dividends and 
assets after certain amounts were paid 
on the Class B stock. A dividend of one- 
“half share of the same class of stock was 
declared on each outstanding share of Class 
‘A and Class B stock. Some stockholders 
owned equal percentages of each class of 
stock; some owned one class alone; others 
owned shares of both classes but in dif- 
ferent percentages. Because the nature of 
the proprietary interests of the stockholders 
was changed by the creation of a larger 
amount of Class A stock entitled to pref- 
erence in dividends and on liquidation, the 
Tax Court held the dividends taxable in 
every instance. Despite the recognized un- 
fairness of a rule which could result in 
taxing a stockholder who had actually suf- 
fered a detriment in his relative standing, 
as this dividend would in the case of a 
person who held only Class B shares, the 
court refused to get involved in the com- 
plications which would result from taxing 
each stockholder differently, depending upon 
what combination of classes of stock he held. 


In the Tourtelot case the Seventh Circuit 
reversed the Tax Court in the case of 
stockholders who owned equal percentages 
of Class A and Class B stock. Initially the 
Third Circuit affirmed the Tax Court on 
all three variations of stock ownership, but 
on rehearing it reversed its own previous 
decision and the decision of the Tax Court 
and held all of the stock dividends tax free. 
The court decided that there was no change 
in the “proportional interest” of any stock- 
holder because “no changes whatsoever were 
effected in the strict legal rights of the 
stockholders either vis-a-vis each other or 
the corportion.”™ With respect to the 
asserted practical detriment to Class B 
stockholders, a footnote to the opinion 


8 Wiegand v. Commissioner, 52-1 ustc {| 9199, 


194 F. (2d) 479 (CA-3). 
* Tourtelot v. Commissioner, 51-1 ustc { 9319, 
189 F. (2d) 167 (CA-7). 


6 194 F. (2d), at p. 481. 
194 F. (2d), at p. 481. 
% Tuckie G. Hesse, CCH Dec. 15,367, 7 TC 


700 (1946); Thomas E. Hogg, CCH Dec. 17,194, 
13 TC 361 (1949); Jessie L. Fry, CCH Dec. 
17,259, 13 TC 658 (1949). 

%& Robert Wood Johnson, CCH Dec. 16,348, 
10 TC 647 (1948); George T. Brady, CCH Dec. 
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comments: the B stock, after the 
distribution, will eat lower down the hog, 
but the hog was grown.” ® 


Alimony Deductions 


There have been encouraging develop- 
ments during the past year in connection 
with the alimony provisions of Section 
22 (k). The early trend toward a strict 
construction of the requirement that the 
written instrument providing for periodic 
payments be “incident to”, the divorce or 
separation has now been reversed and an 
interpretation adopted—by the courts and 
apparently by the Commissioner — which 
will not permit technicalities to defeat the 
statutory purpose of granting relief to long- 
suffering ex-husbands. It has been recog- 
nized for some time that a written agreement 
may be incident to the divorce even though 
it is not incorporated into the decree” and 
even if it makes no reference to a con- 
templated divorce. The Second® and the 
Third Circuits ® and the Tax Court™ have 
now gone so far as to hold that where the 
payments obviously take the place of ali- 
mony, the written agreement may be “in- 
cident to” the divorce even in the absence of 
evidence that divorce was actually con- 
templated by both parties at the time of 
the agreement. The question is still pend- 
ing in a case in the Ninth Circuit” where 
the. Commissioner appears to be urging 
the position adopted by these other circuits. 
The Tax Court, however, has held that an 
agreentent is not incident to the divorce 
where the wife explicitly refuses to cooper- 
ate in a divorce.” Thus, we have, in effect, 
a presumption in the ordinary situation that 
settlement agreements followed by divorce 
are incident to such divorce, but this pre- 
sumption can be rebutted by affirmative 
evidence that the parties did not intend to 
make the agreed payments pont of any 
over-all divorce settlement. 


I shall omit any discussion of the Second 
Circuit’s effective attack upon leasebacks 
of business property between members of 
the same family or between a corporation 


16,468, 10 TC 1192 (1948); Thomas E. Hogg, 
cited at footnote 67; Bertram G. Zilmer, CCH 
Dec. 18,123, 16 TC 365 (1951). 

% Izrastzoff v. Commissioner, 52-1 ustc { 9134. 
193 F. (2d) 625; Lerner v. Commissioner, 52-1 
ustc J 9241, 195 F. (2d) 296. 

7” Feinberg v. Commissioner, 52-2 ustc {| 9427 

1 Jane C. Grant, CCH Dec. 19,189, 18 TC —, 
No. 127 (1952). 

72 Miller, CCH Dec. 18,268, 16 TC 1010 (1951). 


73 Florence B. Moses, CCH Dec. 19,190, 18 TC 
—, No. 128 (1952). 
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and its stockholders.* Nor shall I report 
on family partnerships other than to note 
the tremendous significance and usefulness 
to practitioners for future years as well as 
for the past of Mimeograph 6767 © in which 
the Commissioner, with an eye to the 
Congressional committee reports on the 
family partnership provisions of the 1951 
Revenue Act, announces the standards to 
be applied in disposing of pre-1951 cases. 


In concluding, let me say that the high- 
light developments which I have omitted, as 
well as those which I have mentioned, 
make the past year seem very important in 
the development of tax law. However, in 
view of the vast amount of litigation in the 
tax field and the constant new legislation, 
I doubt if we shall ever see a year when 
developments therein in retrospect will 
seem less than momentous. [The End] 


The Reorganization of the Bureau 
of Internal Revenue—An Appraisal 


By ROBERT N. MILLER, Attorney 
Miller and Chevalier, Washington, D. C. 


E ARE ON BOTH SIDES of the 

revenue fence; that is, as taxpayers and 
partisans of taxpayers we are on the side 
of those from whom tax money is taken, 
while as citizens of our country we are on 
the other side—the side that does the taking 
of the tax money from the taxpayer. In 
either capacity, as taxpayers or citizens, it 
is tremendously to our interest that our 
taxing system shall work well. The ques- 
tion we are asking ourselves now is: What 
is likely to be the effect of the reorgani- 
zation plans now going forward in the 
Bureau of Internal Revenue? We have to 
examine it from both of these angles. 


At the outset, among all the uncertainties, 


there are, happily, a few facts and con- 
clusions we can set forth: 


(1) The reorganization represents an 
honest effort to improve tax administration. 
(2) Among all the effects, the most 


definite appears to be the abolishment of 
presidentially nominated collectors whose 


judgment was in some matters exercised . 


independently of the Commissioner. 
abolishment of this office involves some 
drawbacks, but, more important, in my 
judgment, are the net advantages. 


The 


White v. Fitzpatrick, 52-1 ustc { 9103, 193 
F. (2d) 398 (1951), cert. den. 343 U. S. 928; 
58th Street Plaza Theatre, Inc. v. Commissioner, 
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Coming now to those effects of the new 
plan which are not at this time very cer- 
tain, my present situation as a commentator 
on the plan is much the same as if I were 
asked at the birth of a baby to say whether 
or not the infant will develop into a dis- 
tinguished citizen. Foretelling is made no 
easier by the fact that this infant plan may 
change parents next January. 

The main uncertainties, of course, exist 
because the success or failure of tax ad- 
ministration does not, in the main, depend 
on how a proposed setup looks when 
charted on paper, but rather upon the 
understanding and courage of the human 
beings who carry it into effect—particularly 
of the human beings who manage it from 
the top. 


Thus the success of this reorganization 
rests very largely on the ability of the 
Treasury to find the right staff, from top to 
bottom; the ability of the Treasury to resist 
political forces seeking to influence person- 
nel choices and general policies; and, as a 
continuing matter, the ability of the Treasury 
to inspire well-chosen personnel, from mo- 
ment to moment, to pursue policies of audit 
and of case-closing which will promote the 
revenue purposes of the whole tax-deter- 
mining and tax-collecting organization. 
52-1 ustc { 9248, 195 F. 


October 13, 1952. 
% Issued February 19, 1952. 


(2d) 724, cert. den. 
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Questions and Answers About Plan 


At this point I might well answer some 
specific questions which are still often being 
asked about the plan, notwithstanding fre- 
quent explanations of it. 


First, if a taxpayer signs a settlement 
agreement after a conference with a group 
chief, is the taxpayer assured that the agree- 
ment will be final and will not be reopened 
after audit in Washington? The answer is: 
No, there is no such certainty. Bureau repre- 
sentatives have stated—and their good faith 
can certainly be relied on—that the right 
to upset such an agreement will probably 
be seldom exercised and that-they look for- 
ward to a time when such settlements can 
be made final, except in cases where the 
taxpayer has been guilty of misrepresen- 
tation. But in any given case, the taxpayer 
cannot be sure that reviewers in Washing- 
ton will not come to the conclusion that 
there has been ‘“clearly-defined misappli- 
cation of law” or “an important error in 
computation substantially affecting tax lia- 
bility” and exercise the right to upset, which 
is expressly reserved. 


Second, a similar question as to settle- 
ments made in the Appellate Division. 
Agreements reached with the Appellate 
Division will be treated by the Bureau as 
final and will not be reopened except for 
fraud, malfeasance, misrepresentation of 
material fact or an important mistake in 
mathematical calculation. Washington re- 
view in these cases is for management pur- 
poses only. 


Third, if a taxpayer has agreed with the 
group chief and desires to secure assured 
finality, is there any way by which the case 
can be forthwith submitted to the Appellate 
Division so that the agreement can be made 
under supervision of the Appellate Division? 


If the situation is such that the taxpayer 
believes he cannot afford to run the risk of 
teversal on post-review in Washington, it 
would appear that the best course would be 
to ask that the case be submitted to the 
Assistant District Commissioner (Appellate) 
as an agreed case, together with a request 
that a final closing agreement under Section 
3760 be entered into by that official and 
the taxpayer. This will risk an upset by 
the Assistant District Commissioner (Ap- 
pellate). In some cases another means of 
getting this case before the Appellate Di- 
vision may be more apt, that is, by refusing 
to agree with the group chief and going 
through the motions of an artificial protest 
and appeal to the Appellate Division. Since 
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the reorganization contemplates that the 
Assistant District Commissioner (Appellate) 
will have authority to enter into final clos- 
ing agreements for past taxable years, this 
should be the most expeditious means of 
securing absolute finality in the field. 


Fourth, if a taxpayer considers that a 
point of law is decisive in a controversy 
and that the position taken in the office 
of a district commissioner on the point is 
wrong, has the taxpayer the right to a 
hearing before some Washington official on 
the point? The answer is: No, but such a 
hearing will be granted on the request of 
government field officials. This apparently 
means that, unless the taxpayer can per- 
suade those officials to arrange for such a 
hearing, he cannot get it. This, of course, 
was also the rule before the new plan was 
adopted. 


Fifth, during the interval between the 
issuance of a 90-day notice and docketing 
in the Tax Court, is it feasible to have 
settlement negotiations? Explanations of 
the procedure seem to indicate that this is 
possible. 


Sixth, when a revenue agent proposes 
adjustments under the new plan and in- 
forms the taxpayer in writing, does the 
notification granting a conference with the 
group chief state what facts or other details 
are being relied on? 


This notification is brief; it is normally 
on a mimeographed form which gives the 
name and address of the group chief and 
states the adjustments proposed, without 
details. For instance, such a notice which 
I have seen, addressed to a husband and 
wife, showed disallowance of a claimed bad 
debt and disallowance of a claimed net loss 
carry-over. It contained the words “Bad 
debt—disallowed,” with the name of the 
debtor, followed by the amount involved, 
and the words “net loss carry-over,” fol- 
lowed by the amount disallowed. It gave 
the amount of net income as it would be 
under the proposed adjustments. It did not 
show any computation of tax. 


Seventh, looking at it as a whole, does 
the new plan involve a greater or a smaller 


degree of centralization of power than the 
old? 


(a) As to the details of case-by-case audit 
and settlement, there is certainly an in- 
creased degree of decentralization, but it is 
nevertheless clear that since no district 
commissioner or director could be promoted 
or hold his position long if his general 
policies do not please the supervising au- 
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thorities in Washington, the general control 
still resides in Washington, as it always has 
and as it must. 


(b) As to the activities formerly per- 
formed by collectors, there is now an in- 
creased degree of centralization. This is 
because collectors, who under the old plan 
were not subordinates of the Commissioner 
in exercising judgment as to how hard to 
press delinquents and, as to some other 
matters, are being replaced by officers who 
are no longer independent of the Com- 
missioner, but are responsible to him. 


(c) The inspection activities under the 
Assistant Commissioner (Inspection) are, 
as now set up, highly centralized. 


Eighth, are the following matters to be 
handled in the offices of district commis- 
sioners or from Washington: 

(a) Refund claims? 

(b) Compromises? 

(c) Jeopardy assessments? 


(d) Tax claims against taxpayers in re- 
ceiverships? 


(e) Cases where the government thinks 
it possible that prosecution for fraud will 
be started? 


(f) Cases in which the government does 
not contemplate prosecution but contem- 
plates assertion of the ad valorem penalty 
for fraud? 


The answer is that each of these types of 
cases is within the jurisdiction of the dis- 
trict commissioners. 


Ninth, under the new plan, which of the 
various officials seems to have the greatest 
influence in the settlement of tax disputes? 
Apparently the Assistant District Commis- 
sioner (Appellate). The official explanations 
say that he is, so far as his district is con- 
cerned, practically the Commissioner. This 
seems important, since the men under his 
supervision function in every case in which 
a 30-day letter has been issued. 


Tenth, we come to a question which is 
most of all on our minds and which cannot 
be dealt with so briefly, because the answer 
depends on so many elements in the ad- 


ministrative process. The question is: Will — 


this plan improve or impair the chances of 
a taxpayer’s getting appropriate settlement 
of a tax dispute at an early stage rather 
than after long extended negotiations or 
actual litigation? Everything I still have 
to say has some bearing on this question. 
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Tests of Tax Administration 


There are three main tests as to the 
soundness of management in tax adminis- 
tration: 


(1) Does the system satisfy the require- 
ment that the great bulk of the tax money 
shall come in without any controversy what- 
ever, that is, through taxpayers simply re- 
porting their net income and paying the 
tax on it? 


(2) Are the field agents skillful and 
successful in discovering understatements 
of tax? (Meaning here the nonfraudulent 
understatements, which are vastly more 
important in amount than the fraudulent 
understatements are.) 


(3) Do the field officials who are charged 
with settling controversies succeed or fail 
in settling cases at any early stage of 
negotiations? In other words, when the 
taxpayer is ready to settle at a point which 
soundly reflects the uncertainties of fact 
and law in the taxpayer’s case, are the 
settling officials able promptly to reach the 
same point of agreement, or are they im- 


’ pelled to shun responsibility and to pass 


the case on and on to higher officials, or 
eventually to the Tax Court? 


Conflict of Views as to Methods 


All of us know well that a revenue sys- 
tem is a very delicate mechanism—like a 
Swiss watch, let us say. It can run well 
if its policies of appointment and separation, 
and its policies of dealing with taxpayers, 
are definitely in the hands of men who 
know by experience how to keep its delicate 
mechanisms in order. It can run badly, 
even if the ideas of the top Treasury men 
are sound, if their policies are bent out of 
shape by other people who are sure that 
a revenue system should be run with sledge- 
hammer methods. Such sledge-hammer domi- 
nance ordinarily comes from outside the 
Treasury—sometimes from the White House 
and sometimes from some of the less well 
informed members of Congress. It has to 
be borne in mind that such persons may 
have strong influence toward denying the 
Treasury adequate appropriations or may 
injure the Treasury by widely published 
criticism; their views, even if mistaken, can- 
not be wholly disregarded. 


Very great differences of view exist be- 
tween those who have had long and detailed 
experience in handling these matters and 
those who are without such experience, as 
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to proper methods of dealing with taxpayers 
and with employees of the Bureau of In- 
ternal Revenue. Unfortunately, the views 
of those who have never been in the 
Treasury, and hence do not see the picture 
clearly, may have a powerful effect when 
policies of administration are being made. 
Some of the differences of view are as 
follows. 


(1) The sledge-hammer wielders assume 
that taxpayer-compliance is best maintained 
by free use of rough methods such as prose- 
cution and threats of prosecution, a rule of 
fear. But better-informed people have in 
mind not only the experience of the United 
States Treasury and foreign treasuries, but 
also the lessons this country learned from 
constitutional “prohibition.” Since any law, 
to be observed, must have the respect of 
those who are to be directly affected by it, 
the only way to make the revenues work 
well is to deserve the confidence of the 
great mass of taxpayers, including taxpayers 
who make the largest payments. 


Just as a private business, in order to 
succeed, cannot afford to indulge in the 
luxury of fighting its customers or being 
markedly litigious in its dealings with them, 
so a government gravely impairs its chances 
of maintaining a productive tax system if 
it fails to realize that nearly all of its tax- 
payers mean to obey the law, or if it treats 
the honest ones as if they were dishonest. 
Further, it is beyond the power of any 
government to raise very large sums by 
compulsion. Voluntary payment must ac- 
count for nearly all the government’s tax 
money, or the revenues will fail. 


(2) The sledge-hammer wielders have the 
idea that relatively vast sums of money can 
be collected from gangsters and taxpayers 
guilty of intentional fraud. Experienced 
people know, to the contrary, that the really 
worth-while amounts of income tax come 
from honest individuals and honestly con- 
ducted corporations. They know that, spe- 
cifically, the really worth-while amounts to 
be collected as deficiencies are not involved 
in fraud at all, but in the ordinary argu- 
able questions of fact and of law which 
affect tax liability. 


(3) The sledge-hammer wielders loosely 
think of the whole Bureau of Internal 
Revenue as weakened by large numbers of 
dishonest federal employees. Experienced 
tax administrators know that, to the con- 
trary, this body of government employees 
is, to a remarkable degree, honest and able 
to resist efforts to corrupt it. The experi- 
enced tax administrators resent as strongly 


as anyone the misconduct of the unfaithful 
few whose unfaithfulness has recently been 
uncovered, but they are able to see that, 
almost without exception, these individuals 
are closely tied in with highly regrettable 
appointments to key positions which were 
made, some of them, as long as 15 or more 
years ago. They realize that it is a great 
credit to the honesty of the Bureau that in 
spite of such poor-quality appointments, the 
resulting weak spots have not spread widely 
—in fact, no further than to taint certain 
employees who were personally connected 
with those key men and with their immedi- 
ate personal appointees. 


(4) The sledge-hammer wielders do not 
fully realize how brilliantly valuable to our 
revenue system are, first, our great mass 
of honest and able Bureau of Internal 
Revenue employees and, second, our well- 
disposed body of taxpayers who pay the 
government billions of dollars on the basis 
of voluntarily filed returns. Nor do they 
fully realize that to maintain an atmosphere 
of unjust and indiscriminate suspicion must 
necessarily cause the loss of high-quality 
Bureau personnel and must necessarily 
alienate many taxpayers who hitherto have 
sought to do their full tax duty. 


(5) The sledge-hammer wielders ignore 
the undoubted fact that it is often hard to 
be sure, under the tax law, just how much 
money a taxpayer should pay. Mistakenly 
assuming that tax determination is an easy 
matter, they express suspicion when an 
amount of tax suggested to be due by one 
revenue officer is later officially changed to 
a lower figure. Of course such corrections 
of original overstatements are normal; the 
government at the outset raises all possible 
points of fact or law, thus producing an 
overstatement of tax, which is adjusted 
downward after the taxpayer’s showing of 
fact or of law has been received and con- 
sidered. There are also many cases where 
serious doubt exists as to whether the 
government can sustain its holding. In such a 
case the government’s interest is often well 
served by reaching an accord with the taxpayer 
at some less sum, the change properly re- 
flecting the degree of doubt. An attitude 
of suspicion created with respect to such 
quite necessary processes hampers the 
prompt and businesslike settlement of legiti- 
mate controversies. 


Views along the sledge-hammer line are 
expressed by so many of the general public, 
by so many of the newspaper writers and 
even by so many members of Congress, that 
policy makers in the Treasury cannot at 
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present feel wholly free to follow their best 
judgment. To do so in some instances 
would mean hurtful though unjust accu- 
sations of unwillingness to “clean house.” 


Effectiveness 
in Settling Controversies 


To a large extent the success or failure 
of this or any other administrative plan in 
the tax field depends upon whether final 
disposition of tax controversies occurs at 
an early stage of the controversy or only 
after long struggles, and perhaps after 
litigation. For one thing, early settlement 
clears the books of a taxpaying business— 
an effect conducive to profitable operation. 
In the second place, the taxpayer’s respect 
for a government which can promptly reach 
a sound and practical answer tends to keep 
the taxpayer in the category of those who 
do not force the government to use coercive 
powers. Third, the attainment of prompt 
settlement at a fairly low level of the admin- 
istrative setup saves the government money 
in salaries, because a system so function- 


ing does not require as many people to . 


operate it. 


Nevertheless there are, in a republican 
form of government such as ours, con- 
ditions tending to hinder executives in at- 
taining the same degree of efficiency as is 
expected in privately operated businesses. 
Suppose an agent, either under the old or 
under the new regime, raises 100 questions 
in an audit, each one tending in the direc- 
tion of additional tax. If he feels free to 
exercise his best judgment and if the tax- 
payer is desirous of disposing of the case 
on a reasonable basis, then the case can 
be closed at once, yielding here and stand- 
ing firm there, as common sense indicates. 
If, on the other hand, the settling authority, 
however able and honest, is uncertain as to 
whether his superiors will back to the limit 
his honest exercise of judgment, he is safer 
in refusing decisive action than in taking it. 
Practically any settlement of the type here 
indicated may be criticized by Congressmen 
or others, if substantial sums are involved 
—particularly at a time when a few actually 
dishonest employees have been uncovered 


—and the field man knows that the top. 


management will at best be subjected to 
severe strain from criticism. If the field 
man even suspects that the top manage- 
ment is unlikely to back him up, he is 
unlikely to jeopardize his status and chances 
of promotion by following his best judg- 
ment on the merits. 
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The considerations just mentioned cer- 
tainly have a bearing on the extent to which 
subordinate officials can be relieved from 
fear of disapproval and criticism in making 
settlements. The thing we have most to 
fear, as one of our presidents has said, is 
fear itself. No subordinate, however strongly 
his superiors urge him to act independently, 
can afford to follow wiser policies than the 
top management considers wise, nor to be 
nonpolitical if the top management feels 
itself forced to give weight to political con- 
siderations. Nor, specifically, can he have 
more courage than his superiors in risking 
the disapproval of critics outside the Treas- 
ury—usually critics who do not know all 
the facts and who are certainly not well 
acquainted with revenue problems. The 
superiors themselves, under existing con- 
ditions, cannot ignore such critics. Here, 
again, the difficulties are hard indeed to 
overcome and are not the kind of difficulties 
that can be cured by changing organization 
charts. 


Discovery of Deficiencies 


Our nation’s past record as to tax com- 
pliance by its citizens is a splendid one, but 
it remains true that our government cannot 
dispense with a field force competent to 
discover possible deficiencies in tax. As 
previously stated, this process is not pri- 
marily concerned with taxpayers guilty of 
fraud, but with ordinary differences of opin- 
ion regarding issues affecting tax liability. 
Here are to be found the government’s best 
chances of adding very substantially to its 
revenues. At all costs the government must 
provide sufficient money to maintain an 
investigating force of highly skilled and 
experienced examining agents. They must 
of course be the kind of people who do not 
assert liabilities which turn out to be mere 
mare’s-nests, and must also be tactful peo- 
ple, because the tactful investigator finds 
out more than the brash and undiplomatic 
one. The immense importance to the reve- 
nue of the work of these deficiency finders 
is evident when we remind ourselves that 
they have to do their work before the settle- 
ment agencies have anything to work on. 


Replacement of Officers 
and Employees 


One handicap of public business as com- 
pared with private business is the difficulty 
of getting a public servant out of a civil 
service job, when it develops that, however 
honest, he has been placed in the wrong 
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spot. Such instances are sure to occur no 
matter how great the care taken in initial 
selection. It is an unfortunate fact, which 
lessens the effectiveness of the Civil Serv- 
ice, that the general public acts as if it 
were in favor of every man’s retaining any 
government job unless it can be proved 
that he is a bad man; in other words, public 
opinion has not yet been educated to the 
point of realizing that there are honest 
people of good character who are not 
competent to do some jobs. It is common 
knowledge that officials seldom avail them- 
selves of the methods provided in the Civil 
Service law for eliminating unfit employees 
—especially the amiable and honest unfit— 
this for the practical reason that taking that 
course often requires in each case many 
months of bitter controversy, using up time 
which the executive must have for more 
important matters. These are difficulties 
which have been inherent in our system for 
a long time. In the working of the new 
plan, as in the working of all previous plans, 
a great deal depends on the skill and 
resolution exercised by the management in 
meeting these difficulties, so that when the 
round peg has got into the square hole, the 
situation can be corrected. At the same 
time, equal skill and resolution are required 
in making sure that aptly placed officials, 
willing to take responsibility and able to 
carry it, are made to feel secure. 


Independent Inspection System 


There is one important feature of the 
new arrangement which on the face of the 
stated plan could, with benefit, be changed. 
There are to be three Assistant Commission- 
ers with offices in Washington, designated, 
respectively, “Operations,” “Technical” and 
“Inspection.” The first two exert their in- 
fluence on matters of collection, audit and 
settlement through the district commission- 
ers—a decentralizing system. In contrast, 
the Assistant Commissioner designated “In- 
spection” operates an organization which is 
independent of the district commissioners 
and is charged, among other duties of sub- 
stance and importance, with evaluating the 
“ethical and moral standards of employees 
of the Bureau”—including the standards of 
subordinates operating under the district 
commissioners. I venture to suggest that 
it will be in the public interest to change 
this inspection setup to match the setup 
with respect to the other two Assistant 
Commissioners; the Assistant Commissioner 
(Inspection) would then exert his influence 
through the district commissioners, instead 


of a by-passing arrangement under which 
field inspectors are not decentralized but 
report direct to Washington. There may 
be no immediate hope for such an alter- 
ation in the plan, because this idea of inde- 
pendent inspection perhaps stems from Con- 
gressional pressures which at the moment 
remain powerful. I am nevertheless making 
this suggestion, because it seems to me, for 
reasons some of which I am about to state, 
that the by-passing of district commission- 
ers makes settlements more difficult. 


Let us go back to my supposed case in 
which a taxpayer corporation, as very often 
happens, is ready to settle a complicated 
case involving a number of really doubtful 
points and it is the personal conviction of 
a Bureau settlement officer that the terms 
of the proposed settlement constitute proper 
ground for concluding the controversy and 
that settlement is in the government’s inter- 
est. As I have said, the settlement agent is 
nevertheless unlikely to admit his real view 
or to settle the case forthwith, if existing 
conditions have made him afraid to follow 
his own best judgment. The point here is 
that such fear seems more likely to exist 
under the new independent inspection plan 
than under the old plan. Even if the 
settling officer is fully assured that a pro- 
posed settlement will have the backing of 
his experienced and expert reviewers and 
their technical superiors, it is hard to make 
him feel safe in using his honest judgment 
if.there is danger that inspectors, independ- 
ent of a district commissioner’s office and 
almost certainly less familiar with the tech- 
nical complications and less familiar with 
his own degree of reliability, may question 
his morals and motives in making the 
settlement. The important and courage- 
requiring task of settling tax cases must be 
done, if it is to be done well, in an atmos- 
phere of confidence rather than suspicion. 


Certainly inspectors from Washington 
should be charged with the duty of making 
sure of the honesty of the district commis- 
sioners themselves. But it seems reasonable 
to conclude that a district commissioner is 
not competent for the post unless he knows 
how to keep in touch with the morals of 
his subordinates. If he is competent to do 
this, an independent system of inspecting 
them is superfluous, and if he is not compe- 
tent, it would seem that he ought to be 
replaced. During the past 30 or 35 years, 
when a subordinate field officer or employee 
of the Bureau has been living beyond his 
means or otherwise indicating irregularity, 
his field superiors have usually known what 
was happening. The real difficulty has not 
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been to discover irregularity, but to find 
someone in Washington brave enough to 
make an issue of the matter, since deviators 
usually had strong politicial friends. In say- 
ing this I do not refer especially to recent 
conditions, but to a long-continuing diffi- 
culty of administrators—Democratic and 
Republican alike. These conditions need 
careful and courageous watching, but they 
can be watched without taking the disor- 
ganizing step of making field inspections in- 
dependent of the district commissioners. 


Having expressed these views, it is only 
fair for me to say that the principal inspec- 
tion activities have nothing to do with tax 
settlements of the kind I have mentioned, 
but rather with the accounts of those field 
men who handle money and those who re- 
cord money transactions with taxpayers. It 
is also true that the present management 
has stated that inspectors will not examine 
tax rulings, tax audits and settlements as 
to tax liability except where specific com- 
plaint of irregularity has been made, either 
to the Commissioner himself or to one of 
the local officials. 


As I close I will quote a rhyme expressing _ 


the sensations of a man who has just noticed 
that a round wheel often looks oval in a 
picture: 


“Remarkable truly is art, 
See,—elliptical wheels on a cart, 

It looks very fair in the picture up there, 
But imagine the ride when you start.” 


Having tried to imagine what kind of a 
ride we who deal with the Bureau are going 
to have from now on, I conclude that no- 
body really knows, as yet. 


We do not know, for instance, whether 
it will be easier or harder for the govern- 
ment, under the new plan, to maintain 
close and confidential relations with its cus- 
tomers, the taxpayers. Nor do we know 
whether the situation in the future will be 
better or worse as regards prompt settle- 
ment in the field of controversies that 
ought to be settled there. Perhaps a year 
from now we will have better answers to 
these and other questions. 


Meanwhile, we who are outside the Treas- 
ury and deeply interested in the success 
of the revenue system should guard our- 
selves against yielding to a conservative 
tendency to oppose new ideas merely be- 
cause they are new. We can be helpful 
by cooperating with the authorities and by 
making friendly suggestions from time to 
time to the office of the Commissioner in 
Washington, as we have actual experience 
in the working of the new plan. [The End] 


Income Tax Planning 
in the Transmission of Wealth 


By DON H. McLUCAS, Vice President 
The Northern Trust Company, Chicago 


T herdedaegtuantcagrtb in this country at least, 
4 I trusts were created for minors, spend— 
thrifts and others who were thought to be un- 
able to manage their own property. Sometimes 
the property owner believed that with the 
use of the trust arrangement he could better 
control the family destiny, and that the 
dead hand should dictate the devolution of 
the family wealth. In any event, in those 
earlier times, tax laws were of little mo- 
ment and no inducement to the creation of 
trusts. 
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With the adoption of estate, inheritance 
and gift tax laws and particularly when 
their rates became higher and their exemp- 
tions lower, the trust became much more 
popular as a method of settling the family 


‘property. The estate owner was told to 


avoid “the second tax” by trusteeing his 
property, giving a life estate to his wife 
with remainder to his children. Tax com- 
putations demonstrated the estimated sav- 
ings in transfer taxes through the use of 
a trust rather than outright distributions. 
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The marital deduction further encouraged 
the estate owner to arrange his affairs in 
order to keep death taxes at a minimum. 


Much has been said and written about 
the saving of transfer taxes in estate plan- 
ning. The importance of those taxes should 
not be minimized. However, savings of 
income taxes should not be overlooked in 
the planning of estates especially in these 
days when those taxes exact such a toll. 
Perhaps too often, trusts are created con- 
taining directions to pay income without 
much thought as to the amount of income 
which will be involved and the tax conse- 
quences resulting from such directions. In 
other instances, property is left outright to 
a beneficiary already in a high income tax 
bracket with little realization of the small 
amount of income the beneficiary will be 
able to keep from the inherited property 
after paying his income taxes. 


In the past few years there has been a 
growing tendency to create trusts with a 
view to minimizing income taxes in instances 
where other considerations would indicate 
an outright distribution of the property. 
This family situation will serve as an ex- 
ample. Assume that a father has a mar- 
ried son with three children. The son is 
very successful in his business or profes- 
sion and enjoys a fairly substantial income. 
He has demonstrated to his father that he 
is well qualified to manage any property 
that might be left to him. In short, he is 
the apple of his father’s eye. The father 
contemplates drawing a will, which after 
creating a trust for the benefit of his wife, 
with appropriate marital deduction provi- 
sions, would leave his property outright to 
his son. The thought of keeping his prop- 
erty in trust throughout the life of his 
son for the purpose of saving death taxes 
when the property passes from the son to 
his grandchildren has little appeal for him. 
Furthermore, he can’t imagine any trustee 
being better able to manage the family 
wealth than his son. In this state of mind 
the father discusses his testamentary inten- 
tions with his son, expecting complete 
agreement. The son is acutely aware of 
income taxes and his high tax bracket. He 
sees little hope of any appreciable reduction 
in these taxes during his lifetime. Realiz- 
ing the small amount of income from his 
father’s property he would be able to keep 
after taxes, the son counters with the sug- 
gestion that he be skipped in the testa- 
mentary scheme, that is, that the property 
following his mother’s death be left to 
his children. The father is not completely 
sold on this idea. In fact, skipping a gen- 
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eration is foreign to his notions of the 
devolution of family wealth. Being in a 
state of confusion and disagreement, father 
and son seek professional advice for a 
solution of the problem. This, in general, 
is the plan which was developed for the 
trust under the father’s will following the 
death of the wife or following the death 
of the husband shoukd his wife fail to 
survive him: 


The property is to remain in trust during 
the lifetime of the son, with discretion 
granted to a disinterested trustee to pay 
income and principal to the son or his 
children and to accumulate any income not 
so paid. The son is given the right during 
his lifetime to direct payment of any part 
or all of the trust property among his chil- 
dren. If at any time during the lifetime of 
the son no descendant of his is living, the 
trust is to terminate and the trustee is 
directed to distribute the trust property to 
him. Upon the death of the son, if the 
trust has not sooner terminated, the re- 
maining trust property is to be distributed 
among the son’s wife and such descendents 
as he may appoint by his will, and in de- 
fault of appointment is to be distributed 
per stirpes among his descendants. 


There are several aspects of this plan 
that deserve more careful explanation and 
consideration. 


Holding the Trust Open 
During the Son's Lifetime 


Several reasons militate against the idea 
of completely skipping the son and directing 
distribution of income and principal to his 
children during his lifetime. Because of ill 
health or other unforeseen circumstances, 
the son’s financial situation may change to 
such an extent that he may need the in- 
come and even principal of his father’s 
property for his maintenance and support. 
Under such circumstances had he been 
skipped under his father’s will, he would 
be dependent on his children—a most un- 
fortunate situation and completely opposed 
to his father’s intentions. With this plan 
the trust property would be available to the 
son for his needs should there be such a 
reversal in his own financial affairs. 


If it be assumed that the son’s earnings 
will continue or improve in the future, so- 
cial reasons commend the plan. In many 
instances there is a loss of parental control 
when children become financially independ- 
ent during the parents’ lifetime and partic- 
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ularly in the formative years. When the 
parent is in control of the purse strings, he 
is better able to exercise his prerogatives 
as the head of the family. The plan gives 
the son a great deal of this control, but 
not perhaps to the same degree as if his 
father’s property were left outright to him. 


The greatest appeal of the plan is in the 
possible income tax savings available under 
the trustee’s discretion to spray the income 
of the trust property among the son and 
his children. This discretion may be ex- 
pressed in language somewhat as follows: 


“So much or all of the net income and 
principal of the trust estate shall be paid 
to or expended and applied for my said son 
and such of his descendants as shall be 
living from time to time, at such times, 
in such shares, and in such manner, as my 
Trustee, in its absolute discretion deems 
best, it being my intention that my Trustee 
shall have the right, at any time and from 
time to time, to exclude any or all of the 
beneficiaries above designated and to make 
unequal distributions among them. Any net 
income not so distributed by the Trustee 


during any calendar year shall be accumu-. 


lated and added to the principal of the 
trust estate.” 


Under the arrangement, it is known to 
be the testator’s intention that his son is 
the primary beneficiary and were it not for 
income taxes, all the income from the 
property would be given to the son. The 
foregoing clause includes the son and his 
descendants in the same class, with the dis- 
cretion to make unequal distributions within 
the class. While not changing the sub- 
stance of the discretion, from a psychologi- 
cal point of view, and to place the son in a 
preferred position, the discretion expressed 
in this manner seems more desirable: 


“So much or all of the net income and 
principal of the trust estate shall be paid 
to or expended and applied for my said son 
as the trustee in its absolute discretion 
deems best. Subject to the provisions in 
favor of my son, so much or all of the in- 
come and principal of the trust estate shall 
be paid to or expended and applied for the 
benefit of the descendants of my said son 
as shall be living from time to time, at such 
times, in such shares and in such manner 
as my trustee in its absolute discretion 
deems best; it being my intention that my 
trustee shall have the right at any time 
and from time to time to exclude any or 
all of the descendants of my said son and 
to make unequal distributions among them. 
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Any net income not so distributed by the 
trustee during any calendar year shall be 
accumulated and added to the principal of 
the trust estate.” 


With the use of the latter clause, then 
from the face of the trust instrument, the 
intention is obvious that the son is to have 
the first call on the trust income. 


This clause contemplates the possibility 
of accumulating income, or at least some 
part of it, during the lifetime of the son. 
Provisions directing accumulations, even 
though in the discretion of the trustee, 
should give recognition to applicable state 
law which may limit the permissible pe- 
riod for accumulations. If such a trust is to 
be governed by the laws of Illinois the 
above clause should conclude with a provi- 
sion in substance as follows: 


“From and after the expiration of twenty- 
one (21) years from the date of my 
death, no income shall be accumulated, it 
being my intention that thereafter all of 
the income shall be distributed during the 
calendar year, but completely at the dis- 
cretion of my Trustee as above set forth.” 


Income Tax Aspects 


of the Spray Provision 


Recalling that in the hypothetical case 
the son has three children, by the use of 
this plan five possible taxable entities have 
been created to receive each year’s trust 
income—the son, each of his three children 


and the trustee. Presumably the children 
and the trustee would have little, if any 
other taxable income. Each year’s income 
could be lodged in any one or more of these 
taxable entities. The possibilities of in- 
come tax savings under this arrangement as 
contrasted with a plan which would tax 
all of each year’s income from the trust 
property to the son—the highest bracket 
taxpayer—challenges the imagination. While 
any of the children are living at home or 
being educated, some part of the trust 
income could be expended by the trustee for 
their board and keep and for cost of educa- 
tion. To the extent that each year’s income 
is expended in this manner, even though 
in reduction or discharge of the son’s obli- 
gation of support and education, such in- 


~ come should be taxed to the children rather 


than the son. In fact, the trust income 
could be turned.over to the son for these 
purposes, for the will gives to the trustee 
the discretion to determine the manner in 
which a child’s share of income may be ex- 
pended. Furthermore, should the children 
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feed financial assistance in their early 
married years, trust income could likewise 
be paid to them. Other instances would 
suggest the propriety of paying or expend- 
ing trust income for the children—all in- 
stances where the son would otherwise 
make the payments from his own income 
but after taxes in his high brackets. 


To illustrate the tax saving, assume the 
son has a net income of his own amounting 
to $30,000. Further assume trust net income 
of $25,000. If all the trust income should 
be payable and taxed to the son his income 
tax would be $23,992. If, however, $10,000 
of trust income should be paid to and thus 
be taxable to the son and the remaining 
$15,000 should be payable equally to the 
three children, the son’s tax would be 
$15,524 and each child’s tax $1,052 or a total 
children’s tax of $3,156, indicating an annual 
family income tax saving of $5,312. This, 
of course, assumes that the children have 
no other taxable income. Over a period of 
years the aggregate savings in income taxes 
may be more significant than the saving of 
death taxes; this results from the property 
being trusteed rather than being distributed 
outright. 


If in any year principal should be needed 
in addition to income to meet the over-all 
family requirements, income may be paid 
to the children in their low tax brackets 
and principal may be paid to the son, thus 
keeping at a minimum the over-all family- 
tax burden. The tax advantage of this 
arrangement as compared with a trust 
which directs payment of all the income to 
the son with principal payable to the chil- 
dren in the discretion of the trustee for 
their needs is too obvious to mention. It 
permits income to be payable to low bracket 
taxpayers and principal to those in high 
brackets—always a desirable tax result. 


The tax benefits under the power to ac- 
cumulate income should not be overlooked. 
In some years because of extraordinary 
and non-recurring dividends or for other 
similar reasons, taxable income may be 
much larger than in normal years. By 
accumulating the extraordinary income in 
such years it may be taxed to the trustee 
in its separate low tax bracket. The bene- 
ficiaries may receive these accumulations 
tax free in later years when trust income 
is collected, on a more normal basis. It 
would be contemplated that the right of 
accumulation would be used for purposes 
such as this rather than to accumulate in- 
come for the ultimate beneficiaries of the 
trust. 


976 


The income-tax attractiveness of this plan 
lies in the ability to shift the proportion of 
income payable among the son and his 
children from year to year. There is com- 
plete flexibility. Compare this arrangement 
with a trust wherein all the income is pay- 
able to the son. In the latter instance if the 
son should desire to shift the income with 
its tax burdens to his children, and if a 
spendthrift clause should not prevent such 
action as it often would, the assignment of 
his income interest to the children would 
involve considerations attendant to the cre- 
ation of a short-term trust. Furthermore, 
income payable to the children would be 
frozen for the period of the assignment 
term. 


As yet the government has not attacked 
this type of spray arrangement in instances 
where the beneficiary does not participate in 
the discretion. The sprinkling device has 
only been challenged when the grantor of 
a trust or one of the beneficiaries deter- 
mines the sprinkling of the trust income. If 
in later years an attack should be made on 
the spray provision, such as in the supposed 
trust, it would probably take the course of 
taxing all the income to the son. Should 
this be the case, all the income could be paid 
to the son and he would be in the same 
position as if the trust property had been 
left to him outright. However, under such 
circumstances the son could, if he wished 
to shift income tax burdens to his children, 
exercise his inter-vivos power over trust 
principal in their favor. 


Other Benefits of the Spray Provision 


The spray provision has benefits other 
than the expected income tax advantages. 
It permits income to be used for the family 


unit where it is most needed. In the sup- 
posed case this is particularly pertinent with 
respect to the son’s children. During minority 
and the formative years, children usually 
do not receive exactly equal financial help 
from a parent. A sickly daughter or son 
preparing himself for a profession may need 
more funds than other children. Family 
funds are usually disbursed where required 
with no thought of keeping books for the 
purpose of making later adjustments to give 
an equal share and per stirpital division 
among the class. Under the proposed plan 
any income available for the son’s children 
could be allocated among them where needed. 
Equality in distribution of income among 
the children could be postponed until they 
establish homes of their own. At that time 
equal treatment of children for purposes 
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of income payments has much more merit, 
as it does not encourage indolence on the 
part of those children who may have those 
propensities at the expense of those who are 
industrious and able to take care of them- 
selves. 


Son Allowed Discretion 
to Spray Income 


The plan would be attractive, indeed, if 
the son, without adversely affecting the tax 
situation, could act as trustee or cotrustee 
with reference to the spray provision and in 
such capacity .dictate how each year’s in- 
come should be divided among himself 
and his children. In selecting the trustee 
to exercise the discretion, income, gift and 
estate tax considerations are involved. You 
will recall that the supposed discretion pur- 
ports to be absolute and without any stand- 
ards to guide the trustee in its exercise. It 
covers both income and principal. 


The anticipated income tax results would 
not seem to be available if the son were to 
be a trustee or cotrustee. Under such a 
broad discretion each year’s income would. 
probably be taxed to the son even though 
in fact some part or all of it were actually 
paid to or expended for his children. This 
doctrine originated in Corliss v. Bowers, 2 uSTC 
§ 525, 281 U. S. 376 (1930) where income 
was held to be taxable to the holder of the 
power because he had the unfettered com- 
mand over it. However, four recent lower 
court decisions, May, CCH Dec. 15,728, 8 TC 
860 (1947); Funk v. Commissioner, 50-2 ustc 
79507, 185 F. (2d) 127; Falk, CCH Dec. 
17,780, 15 TC 49, at page 61 (1950); and 
Oppenheimer, CCH Dec. 18,147, 16 TC 515 
(1951), seem to qualify the Supreme Court’s 
unfettered command doctrine. In each of 
these cases, one of the objects of power was 
the trustee with discretion to spray income 
and such was held not taxable on income 
actually paid to others. In each case, 
however, the court found (in some case 
with considerable effort) the discretion not 
to be unlimited in scope but restricted for 
certain purposes, such as “needs,” “mainte- 
nance and support,” “support and welfare” 
and “education.” 


In other areas of the revenue law, tax- 
ability or nontaxability rests upon the 
breadth of discretion granted to the holder 
of the power. If the power is limited by an 
ascertainable standard, which presumably 
contemplates a power so restricted as to be 
enforceable by a court of equity, such a 
power will not lead to adverse tax results. 
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A discretion faliing within this categofy 
would probably be limited to the benefi- 
ciaries’ maintenance, support and education, 
or similar definable needs. A power to the 
beneficiaries’ happiness, best interests or 
other broad nebulous requirements perhaps 
would not meet the test of an ascertainable 
standard. 


It may be that in these recent cases 
dealing with the trustee who is a possible 
sprayee, the courts have in mind a favor- 
able tax result in instances where the 
discretion is limited to an ascertainable 
standard and an unfavorable result where the 
discretion is broad and is not so limited. In 
any event, several considerations suggest 
the inadvisability of attempting to restrict 
the power so as to bring the trust within 
these cases so that the son may become a 
trustee. In the first place, if the power is 
restricted to such an ascertainable standard, 
the benefits sought to be accomplished may 
be lost by reason of substantive law. If 
the son’s outside income should be adequate 
for his maintenance and support or other 
purposes within which the power is limited, 
no part of the trust income could properly 


‘be paid to him for those purposes. Should 


the son have sufficient income to discharge 
his obligations to maintain, support and 
educate his children, then to this extent 
perhaps trust income could not be expended 
for his children for these purposes. Under 
these or like circumstances, a proper exer- 
cise of the power might not necessarily 
permit the spraying of the trust income 
among the family group so as to attain the 
tax objective. In fact, some part of the 
trust income might have to be accumulated 
for the ultimate beneficiaries of the trust. 


In the second place, should too much 
reliance be placed on these cases, especially 
since they encroach upon an earlier pro- 
nouncement of the Supreme Court? Be- 
cause of the relative uncertainty in this 
field of the income tax law, caution would 
indicate the inadvisability of naming the 
son as a trustee even though the discretion 
be limited to a standard. 


Finally, should the son be a trustee and 
should the discretion in favor of the son’s 
children include the right to pay income in 
discharge of the son’s obligation of main- 
tenance, support and education, there is a 
further area of vulnerability. While this 
question has not been settled by any means, 
there are those who feel that, under such 
circumstances, the son is in a position to 
determine whether his legal obligations 
should be satisfied from his own resources 
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or from the trust income, and that he may 
be taxable on the trust income to the extent 
he uses that source to discharge his obli- 
gations. 


The gift and estate tax consequences of 
the son participating in the power are more 
clearly defined. You will recall that under 
“The Powers of Appointment Act of 1951,” 
a power which is exercisable in favor of the 
holder of the power is defined as a general 
power and that the exercise or nonexercise 
of such a power, involves gift and estate tax 
consequences. However, a power exercis- 
able in favor of its holder which is limited 
by an ascertainable standard relating to his 
health, education, support or maintenance is 
specifically excluded from the definition of 
a general power. 


If, in the supposed case, the discretion to 
pay income and principal is broad and not 
confined to an ascertainable standard, then, 
if the son should be a trustee, any exercise 
of the power in favor of others would 
involve him in gift taxes and the trust 
property remaining at his death would be 
includible in his gross estate for estate tax 
purposes. 


If the power exercisable in favor of him- 
self should be limited by an ascertainable 
standard, and at this time there are un- 
certainties as to just what that means, the 
son would be free from gift and estate tax 
implications by reason of the power. How- 
ever, the power would then be so restricted 
as to defeat its real purpose—broad flexi- 
bility. 


Disinterested Trustee 


With the conclusion that the power 
should be broad in scope and that the tax 
objectives would be in jeopardy should the 
son be a trustee, there is probably no alter- 
native but to select a distinterested trustee 
to exercise the spray discretion. The dis- 
interested trustee may be a corporate fidu- 
ciary, a business associate, a professional 
advisor or some other trusted individual. 


No matter who the disinterested trustee 
may be, he will be confronted with prob- 
lems in exercising the discretion. Because 
of the problems inherent in exercising the 
discretion, it has been said that some fidu- 
ciaries refuse to accept trusts containing 
such provisions. Any disinterested trustee 
should approach such trusts with caution, 
but, under proper circumstances, will find 
that the discretion can be handled satisfac- 
torily and that the trust will be acceptable. 


Certainly the exercise of discretion is a 
necessary and vital aspect of modern trust 


business. In any event, the trustee’s job 
will be much more difficult than if the will 
merely contained directions to pay all the 
income to the son. 


If the trustee’s discretion is expressed 
as being absolute and without any stand- 
ards or yardsticks to guide him in its exer- 
cise, he will be hard pressed to have any 
idea of the testator’s intentions should he 
first learn of the proposed trust following 
the testator’s death when the will is pre- 
sented to him. A frank discussion between 
the testator and the prospective trustee at the 
time the plan is formulated and _ before 
the will is signed is highly desirable. Such 
a discussion will acquaint the trustee with 
the family situation, the proposed trust ar- 
rangement and, in particular, the testator’s 
intentions as to the spray provision. 


The testator will make it known that his 
son is his primary beneficiary, is to receive 
first consideration under the discretion, that 
the main purpose of the spray provision is 
to effect income tax savings by allocating 
each year’s income among the son and his 
children rather than having all the income 
payable and taxable to the son, and that the 
provision for accumulating income is not 
designed to enhance the trust property for 
the ultimate beneficiaries but to effect sav- 
ings in taxes under unusual circumstances 
when it may be desirable from an income 
tax point of view to tax some part of a 
year’s income to the trustee and make it 
available for future distribution to the son 
or his children. It is preferable that these 
intentions be reduced to writing in a letter 
or memorandum signed by the testator and 
lodged with the will. This written state- 
ment may be changed from time to time to 
reflect any changes in the testator’s inten- 
tions. Such a statement will in a general 
way serve as a guide to the trustee when he 
is called upon to act under the will and 
exercise his broad discretion. There should 
be no objection to such a written statement 
from a tax point of view even if it should 
become known to the government repre- 
sentatives, as there is no inherent objection 
to a taxpayer availing himself of any proper 
tax advantages. In fact these intentions 
could be set forth in the will itself, but since 
the will is a public record and these inten- 
tions many times are of a personal nature, 
the letter or memorandum which is not a 
part of the will and therefore not admitted 
to probate is usually preferable. 
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Even though the trustee’s power to dis- 
tribute income among the son and his 
children is expressed as an absolute dis- 
cretion, the trustee may not exercise the 
discretion capriciously. It must be exer- 
cised prudently and with a judgment which 
is associated with the appreciation of a trust 
responsibility. Many trustees aware of 
their fiduciary responsibilities believe it wise 
to record the discretions which they exer- 
cise—to set forth the facts and circum- 
stances surrounding each situation and the 
reasons why a discretion is exercised in a 
particular manner. Without any indication 
of the testator’s intentions, try to visualize 
a conscientious trustee attempting to exer- 
cise periodically such broad discretion to 
distribute the trust income and principal 
among the son and his children. 


There may be some instances when a dis- 
interested trustee, after being advised of all 
the circumstances, would feel disinclined 
to accept a trust containing such broad dis- 
cretions to distribute income and principal. 
For example, assume that the son should be 
divorced from the mother of his children, 
that she has custody of them and perhaps 


has remarried. Under such circumstances — 


a prospective trustee may understandably 
refuse to subject himself to the pressures 
which he might contemplate as arising be- 
tween the son on one side and the children 
through their mother on the other. This 
is not the happy family situation where the 
spray provision is best suited. 


Removal Clause 


Oftentimes power is given beneficiaries 
in trust instruments to remove the trustee 
and designate a successor. In a discretion- 
ary trust such as the one under considera- 
tion, a power of removal vested in the son 
or any other beneficiary who may partici- 
pate in the income discretion is fraught with 
adverse tax possibilities. This would be 
particularly true if the son under the power 
could remove the trustee and appoint him- 
self. Even if the power should deny the 
son the right to designate himself as a 
successor, there are dangers. Under those 
circumstances, it could be said that the son 
would be able to shop around for a trustee 
who would be agreeable to his wishes of 
receiving all the trust income. With such 
a power, the reasoning would conclude with 
the suggestion that the trust income should 
be taxable to the son. 
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Caution as to Certain Illinois Cases 


The draftsman of a trust which gives 
such broad, absolute power of discretion 
in the trustee and which is to be governed 
by the laws of Illinois, should be mindful 
of a line of Illinois Supreme Court decisions 
which purport to deal with the question. 
There is an implication in these cases that 
a trust is void for indefiniteness of the sub- 
ject matter if a trustee has an absolute 
discretion to turn over principal to a life 
tenant and thus defeat the interests of 
the remaindermen. It is believed, however, 
that this implication is not supported by a 
careful examination of the cases, which are: 
Mills v. Newberry, 112 Ill. 123 (1885); 
Wilce v. VanAnden, 248 Ill. 358 (1911); 
Burke v. Burke, 259 Ill. 262 (1913); and 
Booth v. Krug, 368 Ill. 487 (1938). The 
unfortunate implication first appeared by 
reason of language used in the Mills case 
which had no bearing on the court’s de- 
cision. This language has been repeated 
by the court in the three later decisions, 
but in none of these cases has a trust been 
held void for indefiniteness of subject mat- 
ter because a trustee was given an absolute 
discretion to pay principal to the life tenant. 

The Booth case, decided in 1938, involved 
a trust wherein trustees were given discre- 
tion to use principal to meet the needs of 
the life tenant. Disappointed heirs, in reli- 
ance on the Mills and the subsequent cases, 
sought to invalidate the trust because the 
trustees could in their discretion divert the 
principal of the fund from the remaindermen. 
The court quoted from one of the earlier 
decisions: 

“There is no fund which can be the 
subject matter of a trust where its appli- 
cation to the purposes of the trust depends 
upon the absolute and unconditional discre- 
tion of the person in control of the fund. 
In such a case there is nothing which a 
court of equity can lay hold of—nothing 
binding on the conscience wherever 
a clear discretion or choice to act or not 
to act is given; wherever the prior disposi- 
tions of the property import absolute and 
uncontrollable ownership, wherever the 
trustees have an option to withdraw the 
funds from the purpose of the trust and 
apply them in their sole discretion the court 


“cannot execute such a trust.” 


Then, after taking this language at its 
face value and without any apparent thought 
as to its context as used in earlier decisions, 
the court held the trust valid because the 
discretion was limited to the life tenant’s 
needs. 
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The inference that may be drawn from 
these cases—that a trust’ containing broad 
discretion to pay principal to a life tenant 
is void—has been criticized by such authori- 
ties as Scott and Kales. Such broad dis- 
cretions have been held valid in other states. 
Numerous Illinois decisions uphold gifts 
where the first taker is granted a life es- 
tate, with a power of sale and the right to 
consume and even exhaust the corpus, with 
a gift over of what remains undisposed of 
upon the death of the first taker. Other 
Illinois cases militate against the purported 
doctrine of a trust being void under such 
circumstances because of indefiniteness of 
the subject matter. Without going into the 
cases in detail it is believed that if the issue 
should be squarely presented to the Illinois 
Supreme Court, a trust containing broad 
discretions in the trustee would be upheld. 


Disadvantages 
of the Spray Provision 


Admittedly, the absolute discretion given 
to a disinterested trustee to distribute or 
accumulate income has certain disadvan- 
tages. In the last analysis, the beneficiaries 
will be dependent upon the trustee as to the 
amount of income which will be paid to 
each of them and as to the amount of 
the income which will be accumulated. For 
this reason and in spite of the possible in- 
come tax benefits, where the spray pro- 
vision might otherwise seem advisable, certain 
trustors will prefer to direct the distribu- 
tion of income, having it first be payable 
to the primary beneficiary. If the spray 
provision is to be used, the trustor must 
have confidence in the trustee of his selec- 
tion to exercise the discretion and to carry 
out his general intentions. If he knows of 
no eligible trustee in whom he would place 
such a confidence, then he should seek 
other arrangements for the disposition of 
his property. 

The discretionary trust is best suited to 
instances similar to that supposed in con- 
nection with the proposed plan where the 
primary beneficiary is a generation ahead of 
the remaining beneficiaries. The arrange- 
ment could be used with propriety if the 
surviving wife or husband should be the 
primary beneficiary with the discretion in 
favor of the children being subject to the 
prior right of their parent. In this connec- 
tion, the spray provision can be used with 
advantage in the second trust, under wills 
which qualify the first trust for the marital 


deduction. The wife must be entitled to the 
income from the first or marital trust. She 
may be in a high income tax bracket, for 
after the death of her husband she can no 
longer file a joint return and get the advan- 
tage of an income tax split. A spray pro- 
vision in the second trust can be used to 
obtain the same benefits as under the sup- 
posed plan. 


If the spray provision is limited to the 
lifetime of a parent, who is the primary 
beneficiary, with children as the intended 
secondary beneficiaries, the discretion can 
function smoothly, for as a practical matter 
the parent can exercise a degree of control 
over the children which would otherwise 
be lacking. A discretion to make distribu- 
tions in unequal shares among the same 
class of beneficiaries, such as brothers and 
sisters, can be fraught with difficulties. This 
generates an element of competition with- 
out the parents steadying hand. 


Inter-Vivos Power of Appointment 


Under the proposed plan the son is to 
have the power during his lifetime to ap- 
point any part or all of the trust property 
among his children. The Powers of Ap- 
pointment Act of 1951 defines this as a 
nongeneral power and hence its exercise 
would not involve gift tax consequences 
under that act. If the trust had directed 
payment of the income to the son rather 
than leaving his benefits to the trustee’s 
discretion, a taxable transfer for gift tax 
purposes would probably: be conceded upon 
the exercise of the inter-vivos power to the 
extent that the son should give up his 
life estate in property covered by its exer- 
cise. Under the proposed arrangement the 
son is not given a life estate or any other 
interest susceptible of valuation. He has a 
mere expectancy. There should, therefore, 
be no gift tax consequences whatsoever by 
reason of the son exercising the inter-vivos 
power. 


Testamentary Power of Appointment 


The son by his will may appoint the 
trust property among his wife and children. 
This too is a nongeneral power of appoint- 
ment, the possession of which, whether ex- 
ercised or not, will not subject the trust 
property to estate taxes on the son’s death. 
The son’s wife is included within the class 
of takers under this power so that the son 
may make provision for her out of the 
trust property following his death. The 


980 December, 1952 e T A X ES — The Tax Magazine 


-—- 7 = 


co a 


a. a 


I 
t 
t 
t 
t 
I 
1 
1 
| 





the 
She 

for 
| no 
yan- 
Dro- 
1 to 
sup- 


the 
lary 
ded 

can 
itter 
trol 
wise 
ibu- 
ame 
and 
his 
nith- 


son’s wife could, of course, be included as 
an object of the sprinkling provision and 
of the son’s inter-vivos power of appoint- 
ment without any adverse tax effects. How- 
ever, in view of the income tax splitting 
available to husband and wife, the present 
income tax laws give little incentive to 
including her in these two powers. 


Miscellaneous Powers 


Other significant powers may be included 
in the proposed trust. The trustee could be 
given the power to take out insurance on 
the life of the son and to pay premiums 
thereon from the trust income. It is ob- 
vious that the cost of the insurance would 
be less and the proceeds available to the 
family would be more if handled through 
the trust than if taken out by the son and 
premiums paid from his own income. By 
using the trust method, income required to 
pay premiums would be taxable in the 
trust’s low income tax bracket rather than 
the son’s high bracket. Proceeds payable 
to the trustee would be free from estate 
taxes at the son’s death but would be sub- 


ject to that tax if taken out by the son on. 


his own life independent of the trust. The 
use of trust income to pay premiums would 
undoubtedly be regarded as an accumula- 
tion. Therefore, the length of time that trust 
income could be used in this manner would 
be limited by the permissible statutory 
period for accummulations. 


A power in the trustee to loan trust princi- 
pal to the son without security is another 
advisable provision. The power coupled 
with the broad discretion in the trustee to 
pay principal to the son has possibilities of 
tax benefits. Should the son need principal 


TAX-AIDED PLANTS 


Defense Production Administration 
figures disclose that a great number of 
the smaller facilities which have been 
approved for rapid tax write-offs have 
been completed. As of June 30, 1952, a 
total of 5,693 projects (52 per cent of the 
total number of projects) had been com- 
pleted at a total estimated cost of $3.4 
billion. This is 16 per cent of the re- 
ported cost of all facilities. 


In the vast developments planned in 
the fields of electric light and power, 
steel and railroads, electric light and 
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for a business venture, a home or other 
purpose which the trustee considered proper, 
the payment for such purpose could take 
the form of a loan rather than a direct pay- 
ment to the son, free of trust. In such event 
upon the subsequent death of the son, the 
loan would be a claim against his estate. 
Its payment would have the effect of aug- 
menting the trust property which will pass 
estate-tax-free to his family and of reducing 
the amount of his own property otherwise 
subject to that tax. 


So that the son may participate in the in- 
vestment of the trust property, the will may 
provide that no sale or investment may be 
made without his approval. Furthermore, 
should the stock of a family business be a 
prospective trust asset, voting rights with 
respect to that stock may be lodged with 
the son. Such powers will permit the son 
to exercise considerable control over the 
handling of the trust estate. 


Conclusion 


This type of planning for the transmission 
of wealth is one of the many tools available 
fo the estate planner. It should not be used 
promiscuously or as a tax savings arrange- 
ment which may be contrary to the trustor’s 
true intentions. However, in proper in- 
stances and where fully understood by the 
trustor the plan is attractive because of the 
many possible tax advantages. Certainly 
if in the supposed circumstances the prop- 
erty had been left outright to the son, he 
could not achieve the tax benefits obtain- 
able under the proposed plan by creating 
the trust himself; they would be lost forever 
at the moment he became entitled to the 
trust property. [The End] 


NEAR COMPLETION 


power facilities in place as of June 30 
were valued at $1.2 billion or 39 per cent 
of the total contemplated cost of $3.07 
billion. Steel facilities have a planned 
$3 billion expansion; its $700 million 
blast furnace expansion was 21 per cent 
in place and its $2.3 billion expansion 
.of steel works and rolling mills was 
57 per cent in place as of June 30. Rail- 
roads, with a contemplated expenditure 
of $2.5 billion, had 77 per cent of oper- 
ating equipment facilities ($1.9 billion) 
in place. 









































































































































< HE SUBJECTS of deferred compensa- 
tion contracts and insurance will be 
omitted from this article, except for the 
following observations: “ 


(a) If insurance is settled under an op- 
tional settlement by the insured, the pay- 
ments to the beneficiary are not subject to 
income taxes, 


(b) If insurance is settled under an op- 
tional settlement at the election of the 
beneficiary and the option is conferred 
upon the beneficiary by the policy, the 
payments to the beneficiary are not subject 
to income taxes. 


(c) If an optional settlement under an 
endowment insurance contract is desired, 
it is most important to make the election 
prior to the maturity of the policy if in- 
come taxes on the difference between the 
premiums paid and the face value of the 
policy in the year the policy matures are 
to be avoided. 


(d) If permitted by the insurance com- 
pany, any election under (c) should be 
made irrevocable. If the insurance com- 
pany does not have a form making such 
election irrevocable, it is suggested that 
the insured or owner of the policy himself 
write in appropriate language making the 
election irrevocable. In so doing, however, 
any effect from the standpoint of gift taxes 
should be considered. 


Annuities Purchased or Owned 
by Taxpayer 

In general, amounts received are in- 
cluded in gross income except that there is 
excluded therefrom the excess of the amount 
received in the taxable year over an amount 
equal to 3 per cent of the total premiums 


Annuities, Profit Sharing 
and Pension Plans in Estate Planning 


By R. J. FRANKENSTEIN, Jr., Attorney 
McDermott, Will and Emery, Chicago 





paid for such annuity until the total amount 
excluded from gross income equals the ag- 
gregate premiums paid for the annuity. 


This type of annuity is subject to federal 
estate taxes as property. At the present 
time it is understood that such annuities, 
unless payable to the estate, are not con- 
sidered to be subject to Illinois inheritance 
taxes. They are treated the same as in- 
surance contracts. 


From the standpoint of estate planning 
and because of guaranties and the probable 
decrease in the value of an annuity as pay- 
ments are made as compared with a pos- 
sible increase in value of other property, 
the retention of annuities would seem de- 
sirable for many persons, especially elderly 
people. 


Employees’ Annuities Purchased 
Under Unqualified Plan 


If an annuity is purchased for an em- 
ployee (other than an employee of a cor- 
poration exempt from income taxes under 
Section 101(6)), the employee is taxable 
on the consideration or premium paid for 
the annuity if the employee’s interest is not 
forfeitable. Otherwise, such premium when 
paid is not taxable to the employee. 

If the employee’s interest in the annuity 
is not forfeitable, presumably the status of 
the annuity for federal estate and state 
inheritance tax purposes is the same as 
described above with respect to annuities 
owned by the decedent. 


Qualified Pension 
and Profit Sharing Plans 


Because of high tax rates, tax deduction 
of contributions by employers under these 
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plans, the deferring of the employee’s tax 
and taxation of benefits in some instances 
at long-term capital gain rates, these plans 
offer one of the few situations where sal- 
vage of income from high taxes remains 
possible. 


For present purposes we must bear in 
mind that contributions by employers under 
these plans are deductible within the limits 
of Section 23(p) and that no tax is payable 
by the employee until funds are distributed 
or made available to him under the plan, 
usually after termination of employment 
when the employee no longer receives a 
salary, when the individual tax rates are 
comparatively lower and when exemptions 
are somewhat higher. For lower-paid em- 
ployees there frequently is no tax payable 
even though spendable income may com- 
pare favorably with previous spendable 
income because of the exemption of social 
security income from income tax and the 
increased personal exemptions after attain- 
ing the age of 65. 


Before discussing any specific cases it 
might be well to point out some features. 
and applicable rules which may not always 
be borne in mind by the general practi- 
tioner, such as: 


(a) The stepped-up cost basis of a joint 
and survivorship annuity in case of the 
death of an employee where the designated 
joint annuitant survives. The surviving 
annuitant is not subject to income taxes, 
except on an annual amount equal to 3 per 
cent of the date-of-death value of the an- 
nuity, until the amount excluded equals 
the date-of-death value. (Sections 22 (b) 
(2) (C) and 113 (a) (5).) 


(b) A special ruling of the Commissioner 
of Internal Revenue dated October 9, 1946, 
held that since annuities paid from retire- 
ment funds to widows or beneficiaries of 
employees are taxable, under Section 22 
(b) (2) and not under Section 126 (a), to 
such widows or beneficiaries on the same 
basis as to the employees, the deduction 
provided for by Section 126 (c) does not 
apply. The effect of this rule is that a 
widow or estate cannot deduct from income 
that portion of the decedent’s estate tax 


attributable to the inclusion of the annuity © 


in the gross estate. The ruling indicates 
that this rule is applicable whether or not 
the retirement plan meets the requirements 
of Section 165 (a). 


(c) If funds of a qualified trust are in- 
vested in the securities of an employer (par- 
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ticularly applicable to stock bonus or profit 
sharing plans) and if the stock is distributed 
in kind, the employee pays tax at the time 
of distribution only upon the cost of the 
stock to the trustee under the plan, plus 
the value of other property received, which 
is in excess of his own contributions. (Sec- 
tion 165 (b).) To illustrate: A is employed 
by the X Corporation which has a qualified 
employees’, profit sharing trust. In the 
course of his employment A contributes 
$5,000 to the trust. The X Corporation 
contributes $10,000 for A’s account. At 
the termination of A’s employment in 1952 
he receives distribution of his entire share 
consisting of $6,000 in cash and stock of 
the employer valued at $75,000. The stock 
cost the trustees $14,000. A will pay a 
tax in 1952 on $7,500 computed as follows: 


Cash received 
Cost of stock to trustees 


Less A’s contributions 


$15,000 


This amount is considered a 
gain from the sale or ex- 
change of a capital asset held 
for more than six months and 
only 50 per cent therefore is 
considered taxable 


If A sells his stock in a later year, his 
cost basis on the subsequent sale of the 


stock will be $14,000. If, on the other 
hand, he retains the stock until his death, 
the cost basis of his stock becomes the value 
at the date of death and, in that event, he 
never pays an income tax on the increase 
in value of the stock from the time the 
trustee purchased it until his death. In 
this respect the retention of such stock is 
comparable to the retention of an interest 
in a business or other equities. 


It is important to remember, however, 
that treatment as a long-term capital gain 
of amounts received under a qualified em- 
ployees’ plan is available only if distribu- 
tions are made from a trust forming a part 
of the plan and if the distribution is made 
in one taxable year on account of termina- 
tion of employment. 


(d) The status of interests in employee 
trusts for federal estate tax purposes prob- 
ably now is as follows: 
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(1) If the benefit is strictly a widow’s 
benefit such as is provided in some plans, 
that is to say, a benefit payable to the 
widow, without any act on the part of the 
employee, in some percentage of the amount 
previously paid to the employee, the widow’s 
interest is probably not subject to federal 
estate taxes. (See Estate of William S. 
Miller, CCH Dec. 17,610, 14 TC 657; Estate 
of Frank M. Gordon, CCH Dec. 17,667(M), 
9 TCM 424; Estate of Emil A. Stake, CCH 
Dec. 16,682, 11 TC 817.) The possible 
effect of Code Section 811 (c) (3) on these 
decisions must be borne in mind. 


(2) If the benefit is payable under a 
group annuity and the decedent has elected 
a joint and survivorship annuity which has 
become irrevocable at some period before 
the decedent’s death, so that there is no 
reversionary interest in the deceased at the 
time of death, cases such as William J. 
Higgs, CCH Dec. 16,829, 12 TC 280; M. 
Hadden Howell, CCH Dec. 17,834, 15 TC 
224, and Frederick John Twogood, CCH Dec. 
18,017, 15 TC 989, 194 F. (2d) 627, probably 
no longer are of any validity if death oc- 
curred after October 7, 1949. This is be- 
cause Section 811 (c) (3) now provides 
that the test of taxability is whether pos- 
session or enjoyment of the property can 
be obtained only by surviving the decedent 
or by surviving the earlier to occur of the 
decedent’s death, or some other event, and 
the other event does not, in fact, occur 
during the decedent’s life. 


(3) Moreover, the Commissioner of In- 
ternal Revenue in most plans approved 
since 1944 (except those described in sub- 
paragraph (1) above) has insisted on the 
employee having the unrestricted right to 
designate any beneficiary he chooses. (See 
PS 19, issued August 29, 1944.) Therefore, 
the interests under such plans probably are 
taxable under Section 811(f) as property 
subject to a power of appointment. As to 
powers in a plan created before October 
21, 1942, and as to deposits made under 
such plan prior to that date, interests under 
the plan subject to such a power should not 
be taxable on that ground unless the power 
is exercised. 


(4) It, of course, is arguable in any case 
that any transfers of interests under these 
plans (if the interests are “property”) are 
subject to tax as a transfer in contempla- 
tion of death or that they are transfers 
taxable under Code Section 81l(a). For- 
merly, interests under employee plans were 
considered as expectancies. See G. C. M. 
17, 817, 1937-1 CB 281. However, this 
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G. C. M. has recently been modified by 
G. C. M. 27, 242, 1952-10-13818, issued 
May 12, 1952. The substance of this ruling 
is contained in the following paragraph: 
“Accordingly, it is the opinion of this 
office that, where an employee has the right 
to designate a beneficiary of a death benefit 
under a profit sharing and retirement plan, 
the employee at the time of his death is in 
possession of such rights as to constitute 
property within the meaning of Section 
811(a) of the Internal Revenue Code, pro- 
vided that prior to the employee’s death 
the employer has not withdrawn the right 
of the employee to designate a beneficiary 
and has not eliminated all death benefits.” 


(5) One of the other things to be borne 
in mind is the qualification of benefits under 
this type of plan for the marital deduction. 
Many plans provide that a distribution 
committee or the trustees or the employer 
have certain discretions to determine whether 
the employee’s share is distributable in a 
lump sum, in installments or in the form 
of an annuity, etc. Such discretions are 
generally desirable to avoid any questions 
of availability of the benefits in the hands 
of the employee for federal income tax 
purposes. However, the existence of those 
discretions may well cause the employee 
benefits to be classified as a terminable in- 
terest and, therefore, an interest which 
cannot qualify for the marital deduction. 
Even in profit sharing plans where shares 
of the deceased employee are retained in 
trust and interest presumably is credited to 
an account each year, it may be debatable 
whether the interest is “payable at least 
annually” to the widow, so as to qualify 
for the marital deduction. Also, many plans 
provide for a gift over of any part of a 
share remaining undistributed at the death 
of the designated widow-beneficiary, which 
also prevents the property from qualifying 
for the marital deduction. 


(e) With respect to inheritance taxes, it 
is understood that interests in such plans 
presently are not considered as subject to 
Illinois inheritance taxes. However, cases 
or authorities in other states, such as 
North Carolina, Ohio and Pennsylvania, 
hold that such interests are subject to state 
inheritance taxes. 


Planning—An Example 


I should like to give an illustration of the 
use of a profit sharing plan from the stand- 
point of an employer. It, of course, is 
impossible for a proprietor or a partner to 
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be included in a plan and still have the 
plan qualify under Section 165(a), because 
benefits must be restricted to employees. 
If, therefore, the proprietor or partner de- 
sires to be included in the plan, he must 
incorporate his business. Formerly, bene- 
fits were also restricted in the case of per- 
sons owning 10 per cent or more of the 
capital stock of the business. These re- 
strictions no longer apply. Benefits, how- 
ever, must meet two tests: 


(a) The total compensation, including the 
cost of benefits, must not exceed a reason- 
able compensation for services; and 


(b) A plan qualifying under Section 165 
(a) cannot be used as a subterfuge for 
dividends. 

In some cases the pension or profit shar- 
ing trust device can be used to create or 
retain more wealth for the owner of a 
business, even though benefits are provided 
for employees, than if no trust were created. 
Consider the hypothetical case of the X 
Corporation controlled by A, B and C, all 
of whom are relatively young and building 
estates of their own. The business is doing 
well and, except for homes and small 
amounts of insurance, none of the stock- 
holders has a substantial estate. Assume 
that A and B each own 20 per cent of the 
stock and that C owns 35 per cent. The 
corporation has eight employees besides A, 
B and C, six of whom own the balance of 
the stock but none owns more than 5 per 
cent. A, B and C’s salaries are $15,000, 
$10,000 and $20,000 per year, respectively, 
and the other eight employees’ salaries total 
$48,000 per year. The corporation’s excess 
profits tax credit is only $35,000 per year for 
the immediate future. 

A, B and C retain in the business the 
corporate net earnings after salaries and 
living expenses. Ignoring any problem 
under Section 102 and zcssuming that cor- 
porate earnings continue at a level of 
$40,000, that tax rates remain as at present 


and that the earnings retained earn 1% per. 


cent per year after taxes, compounded an- 
nually, the results would be as follows: 


Corporate earnings before taxes... .$40,000 


Deduct normal tax........$12,000 
ea nee Soe 3,300 
Excess profits tax......... 1,500 16,800 





.. .$23,200 


Net income after taxes ......... 








A’s and B’s share of earnings would be 
$4,640 each, and C’s $8,120. 
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These would accumulate as follows: 


15 Years 20Years 25Vears 30Years 
A_ ..$ 77,405 $107,294 $139,492 $174,179 
B .. 77,405 107,294 139,492 174,179 
C .. 135,459 187,764 244,112 304,813 


The above course would have the follow- 
ing hazards: 

(1) Section 102 might present a problem 
at any time along the way. 

(2) The earnings would be subject to 
the hazards of the business. 

(3) Upon the death of any one of A, B 
or C, his value in the business would be 
partly determined with reference to the 
earnings as well as the accumulations. 

Instead of the above plan, assume that a 
profit sharing plan is created under which 
the corporation contributes all profits in 
excess of $20,000 in any year, but not to 
exceed the maximum amount deductible 
under Section 23(p), to the plan and that 
the corporation’s contribution is allocated 
among participants pro rata according to 
basic compensation. Assume also that the 


. profit sharing trust will earn interest at the 


rate of 24% per cent per annum, compounded 
annually, and that there is no loss of princi- 
pal. Any forfeitures also will be ignored. 
The balance of the corporation’s earnings 
after taxes and after the profit sharing trust 
contribution would be retained and invested 
in the same manner as in the first example. 
We would then have the following situation : 


Corporate earnings before taxes. .$40,000 








Profit sharing contribution... .. 13,950 
Net earnings before taxes...... $26,050 
Normal and surtax ............ 8,046 
Net income after taxes........ $18,004 








The shares would be as follows: 


Profit Sharing Trust Annual Earnings 


) ee ae $2,250.00 $3,600 
Ps. ia 1,500.04 3,600 
Se ecae Sen 2,999.95 6,301 


_ The accumulations of A and B in the 
profit sharing trust and accumulated earn- 
ings would be substantially as follows: 


15 Years 20Vears 25 Years 30Years 


A ..$100,416 $140,738 $185,101 $233,950 
B .. 86,968 121,581 159,486 201,025 
C .. 158,916 222,344 291,904 368,252 
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The second method will have accomplished 
the following: 


(1) There will be a bigger accumulation 


at the end of any given period for each of 
A, B and C. 


(2) The funds in the trust are beyond 
the hazards of the business. 


(3) The value of the business for estate 
tax purposes should be less. 


(4) Any Section 102 problems will have 
been alleviated to the extent of the amounts 
contributed to the profit sharing trust. 


Naturally, these figures are based upon 
assumptions which may not materialize, but 
they indicate possibilities which offer prom- 
ise in particular situations. 


There are two primary and somewhat 
simple reasons for the results shown by the 
foregoing figures. They are: 


(1) So long as any stockholder’s pro-rata 
share of any company contribution is greater 
than the net cost to him (as a stockholder) 
of having the plan, he will be dollars ahead 
if he uses a profit sharing trust as a partial 
vehicle for accumulating an estate. To 
illustrate this principle: 


C in our example owns 35 per cent of the 
stock and, therefore, would bear 35 per 
cent of the net cost of having the plan. The 
“net cost” of having the plan is the differ- 
ence in what retained earnings would 
amount to without the plan and what they 
amount to with the plan. Thus, in our 
hypothetical case above, the net cost of 
having the plan when the corporation’s 
earnings level is $40,000, is $5,196 (that is, 








$23,200 without the plan and $18,004 with 
the plan). Thus, C’s share of the net cost 
of the plan is 35 per cent of $5,196, or 
$1,818.60. However, C’s share of the $13,950 
contributed by the corporation to the plan 
is $2,999.95 (that is, 21.505 per cent of 
$13,950). 

(2) The profit sharing trust’s earnings 
are not subject to income tax so long as 
the trust*meets the requirements of Section 
165(a). 

There are many other situations where 
one can envisage the use of these trusts to 
accomplish results that might be desired. 
I recall a recent case where an individual 
proprietor desired to leave his business to 
employees and distant relatives. Because 
of the higher inheritance tax rates appli- 
cable to strangers and distant relatives, the 
inheritance tax cost was considerable. The 
gifts by will would be subject to federal 
estate taxes, and, of course, the gifts had 
to be made out of property accumulated 
after paying income taxes on it. By the 
use of a profit sharing trust this gentleman 
was able to leave his employees substan- 
tially more than he otherwise would have 
been able to leave. Also, he left to his 
family a business with substantially en- 
hanced employee good will. In addition, 
although the earnings of the business were 
somewhat less than they would have been 
had the employees’ trust not been created, 
the value of the business for inheritance and 
estate tax purposes was thus correspond- 
ingly less. [The End] 





NEW TAX FOR STATE-OWNED TV 


Some Wisconsin citizens, who perhaps 
take a dim view of current television 
programs, are out to establish a state- 
wide television network to provide “high 
calibre” programs and they want to nick 
television dealers and owners for part of 
the cost of its operation. 


A bill, prepared for submission during 
the 1953 legislative session, would place 
a $5 sales tax on television sets sold after 
June 30, 1953, and a $1 annual license 
fee on set owners, beginning in 1954. 
The sales tax would be levied against the 
dealer if sold in Wisconsin, and against 
the consumer if purchased outside the 
state. 


In addition to the tax receipts, the 
proposed bill calls for an annual $300,000 
appropriation from the general fund for 
the administration of the functions of 
the state network. 


The bill provides for penalty rates of 
five times the original tax for both levies 
and to prevent evasion of the license 
fee, it calls for a census of television 
sets by the assessor of each municipality 
after the due date for the payment of 
the tax has passed. The state would go 
50-50 with cities in constructing stations, 
but ownership would pass to the state 
after construction was completed. 


December, 1952 @ TAX ES — The Tax Magazine 








with 
cost 
, or 
3,950 
plan 
it of 


lings 
g as 
ction 


there 
ts to 
sired. 
idual 
ss to 
vause 
ippli- 
;, the 
The 
deral 
had 
lated 
y the 
eman 
stan- 
have 
> his 
- en- 
ition, 
were 
been 
‘ated, 
e and 
yond- 
End] 





Tops and Dolls—or Gifts to Minors 


By LEO A. DIAMOND 
Attorney, New York City 


INCE the earliest beginnings of the com- 

mon law, a minor (less charitably called 
an infant, regardless of age) has been, in 
many respects, the possessor of preferred 
legal privileges. Except where changed by 
statute, a minor is one who has not yet 
reached his twenty-first birthday. Thus, 
irrespective of whether the minor has reached 
his fifth, fifteenth or twentieth birthday, 
the common law has protected him in more 
or less varying degree from loss or dis- 
position of his property. That protection 
is effected in part through the imposition 
on him of legal disabilities and the granting. 
to him of opportunities for disaffirmance 
of voluntary contractual—as distinguished 
from tortious or criminal—acts of his own 
or of persons purporting to deal on his 
behalf, except those persons acting under 
and with judicial supervision and authority. 
Some jurisdictions have from time to time 
withdrawn such protection in connection 
with specific transactions (for example, in 
the case of necessaries, insurance, bank ac- 
counts) but even today the traditional rule 
still obtains in large measure: Except as 
specifically provided by statute, a minor— 
no matter what his chronological age or 
the extent of his mental capacity for under- 
standing the world about him—is considered 
sufficiently helpless to be protected under 
arbitrarily imposed legal disabilities and 
through the opportunities given him for 
exercising his privilege of disaffirmance 
after reaching his majority. The law of 
guardianship of property, as well as guardian- 
ship of person, stands as a testimonial of 
the law’s regard for the minor. So does the 
body of rules relating to when and how an 
adult can disaffirm contracts entered into 
as a minor. 


This abbreviated nutshell description of 
the minor’s standing at law contains, of 
1See, for example, Fleming, ‘‘Gifts for the 
Benefit of Minors,’’ 49 Michigan Law Review 


529 (1951); Rogers, ‘‘Some Practical Considera- 
tions in Gifts to Minors,’’ 29 Fordham Law 
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course, no surprise to lawyers.’ Neverthe- 
less, lawyers also know that thousands of 
transactions are carried out with minors 
where legal disabilities are blithely ignored 
or risk of disaffirmance is deemed more 
theoretical than real. To the losing party 
in litigation arising out of the ignoring of 
disabilities or a disaffirmance by a minor, 
the principles of common law (as modified 
more or less by statute) admittedly have a 
real enough significance. Yet, to many 
dealing daily with minors or with persons 
purporting to act on behalf of minors, 
those principles are still problems with which 
others, not they, are concerned. 

From time immemorial, inter-vivos gifts 
have, of course, been made to or for the 
benefit of minors. While litigation involving 
the rights of minors to manage or dispose 
of property received as gifts has been con- 
tinuously going on, somehow practical. ways 
and means have been found from time to 
time to resolve theoretical and even prac- 
tical difficulties arising out of the legal 
disabilities of minors and their rights to 
disaffirm. Yet, to the cautious and meticu- 
lous, suci legal disabilities and possibility 
of disaffir ance have been sufficient cause 
to eschew many otherwise salutary and 
even profitable dealings with, or transfers 
to, minors. , 

For those who are financially fortunate 
enough to be able to make inter-vivos gifts, 
the federal gift tax law has, curiously 
enough, now tended to highlight problems 
latent in inter-vivos gifts to minors that, 
for one reason or another, might, in the 
majority of instances, have been otherwise 
resolved without much public notice or 


_ concern. The process bv which the federal 


gift tax has in effect emphasized inherent 
difficulties in gifts to minors is indeed 
unique. The end results of that process 
Review 233 (1951); Shattuck, ‘‘A Practical Con- 
sideration of Some of the Legal and Tax 


Problems Inherent in Gifts to Minors,’ 31 
Boston University Law Review 451 (1951). 
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are not yet in sight. Accordingly, an analysis 
of what may still occur is at best tentative. 
Nevertheless, a review of what has thus 
far occurred is instructive. 

The federal gift tax law is rapidly ap- 
proaching its own majority for in June, 
1953, it will have been on the statute books 
21 years. For approximately the first ten 
years following its enactment in 1932, it 
occupied only a mildly important place in 
the federal tax system in terms of num- 
bers of returns filed.» Designed primarily 
as a matter of principle to supplement the 
federal estate tax and to recoup, at least 
partially, the estate tax considered saved 
through inter-vivos transfers, the gift tax 
was, during its growing years, virtually a 
closed book to most lawyers. It had little 
or no practical significance to them inas- 
much as the number of persons subject 
to the tax was relatively small. During the 
past decade, however, more and more 
people have come to realize the existence 
and importance of the gift tax. The rea- 
sons are to be found in the large number 
of persons who have increased their worldly 
goods and, correspondingly, in the larger 
number of persons who have become more 
conscious of the advisability of various 
forms of tax planning.* Whatever the rea- 
sons, the expanded significance of the gift 
tax now has reached a point where that tax 
bids fair to affect the actual mechanics of 
transfers of property far beyond the expec- 
tations of its original legislative proponents. 

One busy area of the recent increased 
interest in the impact of the gift tax in- 
volves gifts to minors. That heightened 
attention stems from the application of an 
innocent-looking provision in the gift tax 
law allowing an annual exclusion. Origi- 
nally conceived as a means of eliminating 
administrative inconvenience,’ the annual 
exclusion has become a fertile source of 
litigation. To a description of the opera- 
tion of the annual exclusion and its effect 
on present-day transfers to minors, the 
remainder of this paper is devoted. 






2 During the period 1932 to 1942 the number 
of gift tax returns filed each year was on the 
average about 15,000. See Annual Reports of 
Commissioner of Internal Revenue for those 
years. 

®’ For the fiscal years ended June 30, 1950 
and June 30, 1951, the number of gift tax 
returns filed was 32,155 and 39,585, respec- 
tively. Annual Report of Commissioner of 
Internal Revenue, Fiscal Year Ended June 30, 
1951, p. 29. 

*H. Rept. No. 708, 72nd Cong., 1st Sess., 
p. 29; S. Rept. No. 665, 72nd Cong., 1st Sess., 
p. 41. 

5 Code Sec. 1004 (a) (1). From 1932 to 1935, 
the specific exemption was $50,000, Sec. 505 (a) 
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Operation of Gift Tax Law 


The operation of the gift tax law can 
be summarized as follows. Since 1943 a 
donor who is a citizen or resident is allowed 
a so-called lifetime exemption of $30,000 
which he can apply, in whole or in part, 
against his net taxable gifts in any year or 
years.” In addition, since 1943, but subject 
to an exception presently to be noted, a 
donor may make a gift, not in excess of 
$3,000 per year, to any one donee without 
the necessity of including it in taxable gifts 
or reporting such gift on any gift tax 
return. If, however, the annual gift or 
gifts to any one donee exceeds $3,000 or 
is of a future interest (irrespective of 
value), the gift must be reported. The 
annual exclusion is thus not allowed for 
gifts of future interests but is allowed for 
all other gifts. The net taxable gifts’ of 
any prior year or years are added to the net 
taxable gifts of the current year in deter- 
mining the amount of gift tax to be paid 
on the gifts in the current year. Since the 
enactment on April 2, 1948, of the Revenue 
Act of 1948 permitting, for gift tax pur- 
poses, a marital deduction in the case of 
gifts from one spouse to another or so- 
called split gifts by both spouses to third 
persons, the annual exclusion (except in 
the case of gifts of future interests) has in 
effect been increased to $6,000 and the life- 
time specific exemption increased to $60,000 
for gifts made after April 2, 1948, where 
the marital deduction for split gifts is 
involved.® 


The possibility of giving away each year, 
free of gift tax, $3,000 or $6,000 to any 
one donee is admittedly attractive when 
the donee is a minor and a natural object 
of the donor’s bounty. The life expectancy 
of the minor-donee being long, the donor 
envisions the transfer to the minor of a 
substantial amount over many years which, 
while costing him nothing gift taxwise, may 
in the aggregate relieve him of substantial 
income and estate tax burdens. Not unlike 


(1), Revised Act of 1932, as amended by Sec. 
301 (b), Revised Act of 1935; from 1936 to 1942, 
it was $40,000, Sec. 1004, as amended by Sec. 
455, Revised Act of 1942. 

6Code Sec. 1003. From 1932 to 1938, the 
annual exclusion was $5,000 and from 1939 to 
1942, $4,000. The exclusion has never applied 
to future interests and during the four-year 
period, 1939-1942, it did not apply to gifts in 
trust. 

™The term ‘‘net taxable gifts’’ means the 
amounts of gifts in excess of all allowable 
deductions and exclusions. 

8 Code Secs. 1000 (f) and 1004 (a) (3), as 
added by Secs. 374 and 372, Revised Act of 1948. 
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many Other searches for gold, the result 
obtained is often, however, fool’s gold. 


The principal reasons why what appears 
to be an easy way to transfer property at 
little or no tax cost turns out differently 
are: (1) The words “future interest” in the 
gift tax exclusion provision do not mean 
what they have been traditionally inter- 
preted as meaning for property law;° and 
(2) because of the legal disabilities and 
immaturity of minors generally in business 
matters, transferors have traditionally and 
wisely refrained from making outright 
transfers to minors, especially the very 
young.” 


Fundamentally, in determining whether 
at common law the transfer of property 
constitutes the making of a gift, the age of 
the receipient is not in itself controlling. 
As is well known, no one, except possibly 
in certain cases of powers of appointment, 
can force a gift upon another.“ While there 
is authority that acceptance of a gift may 
be more readily presumed in the case of 
a minor than in the case of an adult, never- 
theless the age of the recipient is itself of 
obviously less importance than the intent 
and acts of the transferor. 
ently, the determination as to whether a 
gift has been made for common law pur- 
poses depends basically upon considerations 
other than the age of the recipient.” Simi- 
larly, for federal gift tax purposes, the age 
of the recipient of property is not in itself 
controlling in determining whether in fact 
a transfer constitutes a gift. On the other 
hand, whereas under common law the age 
of the recipient is generally immaterial in 
determining whether he has received a 
present or a future interest, for federal gift 
tax purposes the age of the donee has 
apparently become significant in deter- 
mining the nature of the interest received 
by way of gift. That divergence is due 
to the manner in which the annual exclu- 


®U. S. v. Pelzer, 41-1 ustc § 10,027, 312 U. S. 
399, 61 S. Ct. 659; H. Rept. No. 708, 72nd Cong., 
1st Sess., p. 29; S. Rept. No. 665, 72nd Cong., 
lst Sess., p. 41. ‘‘ ‘Future interests’ is a legal 
term, and includes reversions, remainders, and 
other interests or estates, whether vested or 
contingent, and whether or not supported by a 
particular interest or estate, which are limited 
to commence in use, possession, or enjoyment 
at some future date or time.’’ Reg. 79, Art. 11, 
1933 and 1936 editions; Regs. 108, Sec. 86.11. 
Cf. Skouras v. Commissioner, 51-1 ustc { 10,805, 
188 F. (2d) 831 (CA-2). 

1 Fleming, Rogers, Shattuck, works cited at 
footnote 1. 

1 Cf. Hagerty, ‘‘How to Make a Gift to a 
Minor Effective,’’ Proceedings of New York 
University Eighth Annual Institute on Federal 
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Stated differ-~° 


sion provision has been administratively 
and judicially applied. 

The term “future interest” is undefined 
in the gift tax statute. One would have 
logically surmised that in the absence of 
a special definition, the term should have 
been given normal common law connota- 
tions. Nevertheless, based on the _legis- 
lative history, albeit limited,” the Supreme 
Court has definitively held that the term 
“future interest” for gift tax purposes is 
sui generis.* Any resemblance to the com- 
mon law concept is wholly fortuitous. 
Though the Supreme Court clearly enunciated 
that the term “future interest” in the gift 
tax law is something different from what it 
is for property law purposes generally, it 
has not as yet settled the question what the 
term really means under the gift tax law in 
the case of gifts to minors. And, if signs 
are read aright, it will be some time before 
that question can be brought before the 
Court for an unequivocal answer.” 


At present, there is abundant confusion 
and doubt as to when, if at all, a gift to 
a minor is eligible for the annual exclusion. 
This unhappy state arises from the fact 
that except for isolated instances the litiga- 
tion in which the’ question has arisen has 
been confined exclusively to transfers in 
trust. Hence, while the Supreme Court’s 
words in several cases * seem broad enough 
to indicate that any present obstacle to 
immediate actual enjoyment of the gift— 
whether that obstacle be of the donor’s 
doing or of the donee’s legal disability— 
prevents the gift from being of a present 
interest, those words must nevertheless be 
read within the factual framework of those 
cases. A summary review of the pertinent 
decisions of the Supreme Court is, there- 
fore, in order at this juncture, followed by 
an eclectic analysis of subsequent decisions 
of the Tax Court and other lower federal 
courts. 


Taxation, at p. 347; 2 Paul, Federal Estate and 
Gift Taxation, at p. 1059 (1942) and c. 16 Supp. 
(1946). 

2 Hagerty, work cited at footnote 11. 

33H, Rept. No. 708, 72nd Cong., ist Sess., 
p. 29; S. Rept. No. 665, 72nd Cong., 1st Sess., 
p. 41. 

4%U, §. v. Pelzer, cited at footnote 9; Fon- 
dren v. Commissioner, 45-1 ustc { 10,164, 324 


-U. S. 18, 65 S. Ct. 499; Commissioner v .Disston, 


45-2 ustc { 10,207, 325 U. S. 442, 65 S. Ct. 1328. 

1% There are no pending cases in the several 
courts of appeal. from which any question 
involving the problem mentioned in the text 
can go to the Supreme Court for decision. 

1% U, §. v. Pelzer, cited at foonote 9; Fondren 
v. Commissioner and Commissioner v. Disston, 
cited at footnote 14. 
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In 1941 the Supreme Court unequivocally 
held that in a gift in trust the beneficiary 
and not the trustee is the donee for pur- 
poses of the annual exclusion.” On the 
same day the Court held that gifts in trust 
to grandchildren were gifts of future in- 
terests where the trustee was to accumu- 
late income for ten years and thereafter 
to pay income to named and after-born 
grandchildren until termination of the trust 
occurring 21 years after death of the last 
surviving named grandchild;* and also 
where there was to be accumulation of 
income by trustees and possibility of trust 
termination by joint action of trustees.” 


Fondren and Disston Cases 


Four years later in 1945 the Court made 
what are its last pronouncements, at least 
until the present time, on the nature of a 
“future interest” for purposes of the annual 
exclusion. Gifts of future interests were 
held to have been made where, under trusts 
for the benefit of infant grandchildren, in- 
come was to be accumulated for a stipu- 
lated time except that the trustees might, 
if necessary, use either income or principal 
for support, maintenance and education of 
the beneficiaries and where the financial 
condition of the donor was such as to make 
use of the trust income for support, main- 
tenance and education most unlikely at 
least for several years following creation 
of the trusts.” A similar tax result was 
reached even though, for argument sake, it 
could be assumed that: the trustees were 
under a duty to apply income for support, 
maintenance and education, regardless of 
other sources of revenue, but where the 
mere existence of the duty revealed no clue 
to the amount of trust income needed for 
such purposes.” 


Judge Frank has, in another connection, 
referred to lower courts as being, in tax 
matters, reflectors, serving as “judicial 


 Helvering v. Hutchings, 41-1 ustc { 10,026, 
312 U. S. 393, 61 S. Ct. 653. 

1% U, §..v. Pelzer, cited at footnote 9. 

1% Ryerson v. U. 8., 41-1 ustc {§ 10,028, 312 
U. S. 405, 61 S. Ct. 405. 

2» Fondren v. Commissioner, 
note 14. 

21 Commissioner vv. 
note 14. 

22 Choate v. Commissioner, 42-2 ustc { 9555, 
129 F. (2d) 684, 689 (CCA-2). 

28 See footnote 14. 

24 See footnote 14. 

2 See, for example, 1952 CCH Federal Estate 
and Gift Tax Reports, at pp. 4481-4492. 

26 Fisher v. Commissioner, 42-2 ustc { 10,226, 
132 F. (2d) 383 (CCA-9); Charles v. Hassett, 
42-1 ustc § 10,139, 43 F. Supp. 432 (DC Mass.); 
Commissioner v. Wisotzkey, 44-2 ustc { 10,142, 
144 F. (2d) 632 (CCA-1); Sensenbrenner v. 
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cited at foot- 


Disston, cited at foot- 


moons” “guided by the light of Supreme 
Court decisions.”* If that be so, then in so 
far as gift tax exclusions for a minor-donee 
are concerned, either the light shed by the 
1941 and 1945 Supreme Court decisions js 
very poor or else the lower courts col- 
lectively have not been good reflectors! 
To date, no one can say with complete 
assurance under what type of trust instru- 
ment the annual exclusion will apply in toto. 
A survey of recent lower court decisions 
will indicate the reasons for such uncertainty. 

Prior to the 1945 Supreme Court deci- 
sions in the Fondren™ and Disston™ cases, 
the age of a trust beneficiary was generally 
only of subsidiary importance in determin- 
ing whether a gift of trust income was a 
gift of a future or a present interest. What 
ultimately mattered more was whether the 
donor had intended that the trust income 
be accumulated or that such income be 
payable at all events and whether the trust 
indenture was effective in carrying out that 
intent. If the former, the gift was of a 
future interest; otherwise, if the latter. 
The number of decisions stemmed in large 
measure from the variety of trust inden- 
tures and from the necessity of interpreting 
such indentures in each instance.” Since 


the advent, however, of the Fondren and 
Disston decisions, emphasis in administrative 
and judicial thinking on the subject of gifts 


to minors has shifted considerably. No 
longer is the reasoning in pre-Fondren and 
pre-Disston lower court decisions to be 
accepted without careful scrutiny. Each 
of those decisions must now be read in the 
light of the Supreme Court opinions. The 
shift in emphasis since 1945 may be con- 
veniently and, for present purposes, ade- 
quately analyzed in the most recent decisions. 

The rule has been well established that 
the creation of a trust may give rise in 
effect’ to two separate gifts—one of income, 
the other of principal.“ The former may 


Commissioner, 43-1 vustc { 10,033, 132 F. (2d) 
383 (CCA-7). 

In Evans v. Commissioner, 52-2 ustc { 10,862, 
198 F. (2d) 435 (CA-3), trustees were to pay 
net income to minor beneficiaries during their 
lives and also to pay from principal such sum 
or sums as, in the uncontrolled discretion of 
the trustee, shall be necessary for the educa- 
tion, comfort and support of such beneficiary 
or of the spouse or children of such bene- 
ficiary. Although the gift of income was con- 
cededly a gift of a present interest, the court 
of appeals, affirming the Tax Court (CCH Dec. 
18,461, 17 TC 206), denied the allowance of any 
exclusion. The court’s theory was that in- 
asmuch as the gift of principal was a gift of 
a future interest and the life estate was sub- 
ject to termination at any time by invasion of 
the principal, there was no basis for valuing 
the life estate. This is a queer example of 
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be a gift in praesentt whereas the latter nor- 
mally is a gift of a future interest. Only 
rarely have both gifts under a single trust 
been held to be gifts of present interests. 
In all the litigation involving trust gifts 
to minors, there are only three such deci- 
sions reported thus far and these were 
rendered after 1945. Two of the decisions, 
one in Massachusetts™ and the other in 
North Carolina,” involved refund suits which 
did not go beyond the district court. The 
third was a decision by the Court of Ap- 
peals for the Seventh Circuit on review 
from the Tax Court.” 


In the Massachusetts case the taxpayer 
had created a trust without a spendthrift 
clause for the benefit of her three minor 
children, making her husband trustee and 
transferring to him securities having an 
aggregate value of less than $9,000. The 
trust was to terminate with respect to each 
child when he became 21 years of age or 
died earlier. Upon demand of the legally 
appointed guardian of a child, the latter’s 
entire share was to be paid to the guardian. 
Furthermore, the trustee was to pay to each 
child during minority any part of his share 
in accordance with the needs and best in- 
terests of the child, as if the interest of 
such child were held by the trustee as 
guardian. In holding that the gift was of 
a present interest, the district court pointed 
out that the gift was essentially no differ- 
ent from a gift made directly to guardians, 
in which case there would be no question 
that the exclusion would apply. 


In the North Carolina case the donor had 
created an irrevocable trust for the benefit 
of a four-year-old grandnephew, paying 
into the trust $100. The trust provided 
that during minority the income was to be 
applied for the support, maintenance, edu- 
cation and pleasures of the beneficiary; in 
addition, principal could be distributed under 
judicial supervision. Upon reaching 21 
years, the beneficiary was entitled to all 
of the undistributed principal and income. 
There was no spendthrift clause and if the 
beneficiary should die before becoming 21, 
the undistributed principal and income was 
(Footnote 26 continued) ° 


how a present interest can in effect become a 
future interest by an addition to, rather than 


a diminution of, the present rights of the . 


beneficiary. The most recent example of that 
view is to be found in Brody, CCH Dec. 19,281, 
19 TC —, No. 22 (November 4, 1952). In that 
case, where the gifts of trust corpus were 
future interests, the Tax Court held that the 
annual exclusion would not be applicable to 
gifts of present interests of trust income 
where the trust indenture permitted the trus- 
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principal and income. 


to be distributed as if the beneficiary had 
died intestate. The district court concluded 
in 1951 that a gift of a present interest had 
been made, relying, among other grounds, 
on the previously noted 1948 Massachusetts 
decision and that of the Court of Appeals 
for the Seventh Circuit presently mentioned. 


The latter case involved the construction 
of an Arizona trust created by a grand- 
father for his six-month-old grandson 
whose father, acting as trustee, was finan- 
cially able to support and educate the bene- 
ficiary. The trustee was authorized to pay 
to the beneficiary or apply on his behalf 
so much of the income and principal as 
was necessary for the education, comfort 
and support of the beneficiary, accumulat- 
ing the excess. Payment could be made 
by the trustee either to the beneficiary or 
to his parent, other than the trustee, or 
to certain described individuals. The trust 
was to terminate when the beneficiary be- 
came 21, except that the beneficiary or his 
legally appointed guardian could terminate 
the trust sooner upon written demand filed 
with the trustee. Upon termination the 
beneficiary was entitled to the undistributed 
The. grandfather 
transferred to the trust stock valued slightly 
in excess of $3,000 and claimed the annual 
exclusion on his gift tax return. The Tax 
Court sustained the Commissioner’s denial 
of the exclusion.” The court of appeals 
reversed,” holding that a present interest 
of both income and corpus had been given, 
even though at the time of the Tax Court 
hearing no guardian had been appointed. 


As indicated, the three decisions just 
briefly described were decided after the 
Supreme Court’s decisions in the Fondren 


and Disston cases. In each instance, the 
district court or the court of appeals, as 
the case may be, distinguished those two 
Supreme Court decisions on grounds that, 
however, have not been enthusiastically re- 
ceived by other courts. There is thus re- 
vealed a distinct split and cleavage as to 
the overtones of the Fondren and Disston 
decisions. The Tax Court has to date re- 
fused to follow the Kieckhefer decision of 


tees to accelerate distribution of corpus at 
any time. The probability of such acceleration 
was virtually nonexistent. 

21 Strekalovsky v. Delaney, 48-1 ustc { 10,624, 
78 F. Supp. 556 (DC Mass.). 

28 Cannon v. Robertson, 51-1 ustc { 10,822, 98 
F. Supp. 331 (DCN. C.). 

2 Kieckhefer v. Commissioner, 51-1 ustc 
{ 10,812, 189 F. (2d) 118 (CA-7). 

30 CCH Dec. 17,794, 15 TC 111 (1950). 

31 See footnote 29. 

























































the Court of Appeals for the Seventh Cir- 
cuit, a refusal backed up by the Court of 
Appeals for the Second Circuit. 


Stifel Case 


Arthur C. Stifel, a New York resident, 
created three irrevocable New York trusts 
in 1948 for his three minor children, four, 
seven and 11 years of age, respectively, 
naming a West Virginia bank as trustee. 
The trustee in each case was directed to 
apply the trust income and so much of the 
trust principal as in its discretion was nec- 
essary or advisable for the education, medical 
care, living expenses and financial obliga- 
tions of the children during their lifetime 
and on their death to pay the income to 
their executors. The beneficiaries or their 
guardians during minority were given ex- 
press power to terminate the trust by 
demand of payment of the principal and 
undistributed trust income. No guardians 
were appointed and the settlor was finan- 
cially able to support the beneficiaries. The 
Tax Court™ sustained the Commissioner’s 
contention that no present interest had 
been conveyed and that, therefore, no an- 
nual exclusion was allowable. Last May 
the Court of Appeals for the Second Cir- 
cuit™ affirmed the Tax Court’s decision 
for reasons which clearly indicate a con- 
flict between it and the Court of Appeals 
for the Seventh Circuit on basically similar 
facts.™ 


Judge Frank, in the Stifel case, argued 
that a look at surrounding circumstances 
was required under the Fondren and Disston 
rule and that a future interest could in fact 
have been created notwithstanding formal 
provisions on paper purporting to transfer 
a present interest. Furthermore, Judge 
Frank gently chided the Court of Appeals 
for the Seventh Circuit for underestimating, 





® S8tifel, CCH Dec. 18,575, 17 TC 647 (1951). 
3% Stifel v. Commissioner, 52-1 ustc { 10,855, 
197 F.. (2d) 107. 

* Rogers, ‘‘Stifel Stifles Kieckhefer,’’ 7 Taz 
Law Review, at p. 500. 

% ‘‘Line-drawing may be difficult here as 
everywhere, but that is what courts are for. 
See Lavery v. Purssell, 399 Ch. D. 508, 517: 

. ». courts of justice ought not to be puzzled 
by such old scholastic questions as to where 
a horse’s tail begins and where it ceases. You 
are obliged to say, this is a horse’s tail at some 
time.’ "’ Ochs v. Commissioner, 52-1 ustc { 9271, 
195 F. (2d) 692, at 698 (CA-2), dissenting opin- 
ion of Judge Frank. 

%* Even the Commissioner has not shared the 
fear of the court of appeals in the Kieckhefer 
case. Witness: 

“In addition to the foregoing and, in any 
event, contrary to the reasoning in the Kieck-— 
hefer opinion (pp. 121-122) [189 F. (2d) 118], 
a result, such as was reached below, does not 
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in the Kieckhefer case, “the traditional ju- 
dicial knack of line-drawing”™ when it 
feared that if it were to hold for the Com- 
missioner, only gifts to a minor comparable 
to those of a top to a boy or a doll to a 
girl would be eligible for the annual exclu- 
sion.* The Supreme Court will have no 
early opportunity of resolving whatever 
conflict there is between those two courts 
inasmuch as Mr. Stifel has not applied for 
a writ of certiorari. 


Rassas Case 


Recently, the Court of Appeals for the 
Seventh Circuit has again had occasion to 
consider the scope of the annual exclusion. 
A mother created an Illinois trust for the 
benefit of her daughter who was only 19 
days old, naming herself and her husband 
as trustees. The trust income was payable 
to the beneficiary in quarterly installments 
but the trustees also had sole discretion to 
determine how much of the income was 
payable to the beneficiary for her mainte- 
nance, education and support during her 
minority. None of the trust income was 
used for maintaining, educating and sup- 
porting the infant, the parents being finan- 
cially able to do so themselves. Both the 
Tax Court™ and the Court of Appeals for 
the Seventh Circuit ® upheld the Commis- 
sioner’s disallowance of the annual exclu- 
sion, distinguishing the prior Kieckhefer 
decision on the ground that here the infant 
beneficiary had no power to terminate the 
trust at any time.” 


At this moment one who is about to 
embark upon a plan of making irrevocable 
gifts in trust for minors is faced with con- 
flicting decisions as to the availability of 
the annual gift tax exclusion. On the one 
hand, he finds the Court of Appeals for 


imply a holding that all gifts to minors are 
of a future interest. An outright gift to a 
minor or to the guardian of a minor or to 
any trust under which the trustee is under 
an absolute duty to pay without restriction 
to or apply for the benefit of a minor has 


repeatedly been held to constitute a present — 


transfer. Fisher v. Commissioner, 132 F, (2d) 
383 (CCA-9); Commissioner v. Sharp, 153 F. 
=~ 163 (CCA-9); Stifel v. Commissioner, 46 
T. A. Se; Roeser v. Commissioner, 2 TC 

m8, Daniels v. Commissioner, TC Memo. Op. 
Dkt. 21,441 [10 TCM 147].”’ Respondent’s 
Brief, p. 34, Stifel v. Commissioner, cited at 
footnote 33. 

%* Frances M. Rassas, CCH Dec. 18,455, 17 
TC —, No. 19 (1951). 

% Rassas v. Commissioner, 52-1 ustc { 10,851, 
196 F. (2d) 611 (CA-7). 

% See also Mary H. Downey v. Commissioner, 
pa Dec. 18,822(M), 11 TCM 203 (March 6, 
1952). 














the Seventh Circuit taking the position that 
unless the trust indenture itself sets up 
bars to the immediate enjoyment of donated 
property, the disability of the minor-bene- 
ficiary is of no relevance, whether the dis- 
ability is due to real infancy or merely to 
legal concepts of disability. In such a case, 
the appointment of a guardian to act for 
and on behalf of the minor-donee is not 
material. On the other hand, he sees that 
the Court of Appeals for the Second Circuit 
is impressed with the need for a guardian 
in order to make the annual exclusion avail- 
able to the donor.* 


On paper the difference between these 
two views is not too serious, so that, in one 
sense, it might be said the Kieckhefer and 
Stifel decisions are not too far apart, if at 
all. Yet, as a practical matter, if the Court 
of Appeals for the Second Circuit is cor- 
rect in implying that to insure the annual 
exclusion a guardian must be appointed, 
there may be, of course, practical objections 
to the creation of gifts in trust—if the 
objective is to obtain the benefit of an 
annual exclusion. Of course, if the bene- 
ficiary, even if an adult, would not be 
deemed to have present enjoyment of either 
the income or the corpus, the donor is not 
entitled to an exclusion because the donee 
is a minor. 


For the large majority of modest tax- 


payers wishing to make gifts in trust, the 
heretofore mentioned uncertainty should, 
as a practical matter, be ignored. This is 
but another way of saying that preoccupa- 
tion with the tax effect of the annual exclu- 
sion in gifts in trust to minors is not only 
unrewarding but may tend to distort nor- 
mal, healthy functions of irrevocable trusts. 
Furthermore, the lifetime exemption of 
$30,000—or $60,000, as previously stated, 
in the case of married persons—is suff- 


“Tf here, for instance, the donor had, in’ 


the instrument, appointed a guardian to exercise 
the children’s election rights, or indeed even if 
a next best friend of the children had suc- 
cessfully petitioned for one at the time the 
trust first was set up, the result might very 
well be different.’ Stifel v. Commissioner, cited 
at footnote 33, at p. 110. 

In this connection Edward J. Kelly v. Com- 
missioner, CCH Dec. 19,241, 19 TC —, No. 5, 
decided October 13, 1952, is to be noted. The 
Tax Court, relying on Madeleine Sharp v. 
Commissioner, CCH Dec. 14,019, 3 TC 1062, aff’d 
46-1 ustc J 10,252, 153 F. (2d) 163 (CCA-9, 1946), 
held that where trust income was to be paid 
over to guardians of minor-beneficiaries for 
the latters’ education, maintenance and support, 
the gift of such income was of a present inter- 
est. Undistributed income for such purposes 
was to be, however, accumulated. In the Sharp 
case, decided before the Fondren and Disston 
cases in the Supreme Court, the income was 
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ciently large to make really unnecessary 
in many cases undue concern for the annual 
exclusion." To guarantee the annual exclu- 
sion—even under the Kieckhefer, Strekalouvsky 
and Cannon decisions “—peculiar and un- 
orthodox provisions must be provided giv- 
ing the beneficiary immediate rights of 
termination. Any trust under which the 
trustee has discretion as to whether to dis- 
tribute or not to distribute income, at least 
during minority, will definitely make in- 
applicable the annual exclusion.* Inasmuch 
as most sensibly drawn trusts have that 
provision, they automatically do not qualify 
for the annual exclusion. It would be quite 
unfortunate if in order to obtain the annual 
exclusion, future trusts for minors were to 
be chiefly patterned on the Kieckhefer, 
Strekalousky or Cannon designs. The Court 
of Appeals for the Second Circuit in the 
Stifel case pointed out that had a guardian 
been appointed, the gift tax result might 
have been different. Hence, even the Stifel 
case, therefore, may be said to be an unfor- 
tunate impetus towards the creation of 
trusts which deny the trustee discretion 
to pay income over in the case of minor- 
beneficiaries. Presumably, the annoyances 


‘incident to setting up of guardianships 


might, under the Stifel rationale, deter the 
creation of such nondiscretionary trusts. 


On balance, it would seem the better 
part of wisdom for prospective donors and 
their advisors not to let the gift tax tail, 
in the form of the annual exclusion, wag 
the trust dog when gifts in trust to minors 
are being considered.“ There are some 
who believe that the revocable trust should 
be more widely used even though the set- 
tlor’s income and estate tax liabilities would 
not in any way be reduced.“ Whether from 


the point of view of sensible family prop- 


erty planning, revocable trusts are prefer- 


to be paid directly to the minor-beneficiary. 
This factual distinction was held by the Tax 
Court to be immaterial. 

“ See Rogers, ‘‘Some Practical Considerations 
in Gifts to Minors,’’ 2 Digest of Taz Articles, 
No. 12 (September, 1952) pp. 1, 10. 

“See citations at footnotes 27, 28 and 29. 

# The rule stated in the text was contested 
in the early days of the gift tax; today, there 
is no further contest thereon. The difficulties 
arise in determining whether in any given case 
the direction of the settlor is to make the dis- 
tribution mandatory, in all events, or discre- 
tionary during minority. See Edward J. Kelly 
v. Commissioner, cited at footnote 40; Kinney 
v. Anglim, 41-2 ustc § 10,100, 43 F. Supp. 431 
(DC Calif.). ° 

“See Collins, ‘‘Trusts for Tax Savings,’’ 91 
Trusts & Estates 42, 43 (1952). 

4 Shattuck, ‘‘Gifts to Minors,’ 90 Trusts & 
Estates 659, 666 (1951). 
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able to irrevocable trusts is beyond the 
scope of the present discussion. There is, 
however, much that could be said to justify 
the use of revocable trusts which would 
eliminate questions of gift tax liability.” 


If, as indicated, there is uncertainty as 
to the availability of the annual exclusion 
when gifts in trust are made for minors, 
what about outright gifts to minors? On 
its face the statutory annual exclusion pro- 
vision does not make a distinction between 
gifts to minors and gifts to their elders. 
The Supreme Court itself has declared 
there is an absence of Congressional inten- 
tion to make such a distinction.” The 
Commissioner of Internal Revenue himself 
has not as yet formally claimed that any 
such distinction exists.“* Nevertheless, there 
has been an interesting debate between 
Dwight Rogers of New York® and Austin 
Fleming of Chicago” which demonstrates 
that even an outright gift to a minor (for 
example, handing over of currency) may 
not constitute a present interest for gift tax 
purposes.” 


Briefly, Fleming believes that, under the 
Fondren and Disston decisions, an outright 
gift to an 18 year old might be a present 
interest where the gift could be immedi- 
ately used by him or for his benefit whereas 
the same gift to an 18-day-old baby would 
be a future interest where the gift would 
not be so used but invested for future use. 
Rogers takes exception to such a position, 
arguing that the Fondren and Disston ra- 
tionale requires no such criterion of imme- 
diate usability. If as a matter of law, the 
beneficiary has an immediate right to the 
income, Rogers is of the view that under 
that rationale a present interest has been 
transferred. 


The decided cases offer no pat answer. 
In 1951 Judge Raum of the Tax Court held 
that outright gifts of stock to grandchildren, 
ages two, four and seven, were present 
interests.” In earlier decisions the Tax 
Court had held that outright gifts to 


* Burnet v. Guggenheim, 3 ustc { 1043; 288 
U. S. 280, 53 S. Ct. 369 (1933). 

47 Fondren v. Commissioner, 45-1 ustc J 10,164, 
324 U. S. 26, at p. 29, 65 S. Ct. 499, at p. 505. 
See John E. Daniels, CCH Dec. 18,135(M), 
10 TCM 147, at p. 149, footnote 1: 

‘“‘We reject as untenable the suggestion ad- 
vanced, but not developed, by respondent that 
even if there were no trusts, the fact of 
minority and consequent legal disability of the 
donees resulted in the postponement of enjoy- 
ment which characterizes future interests. If 
that view were carried to its logical conclusion, 
all gifts to minors would be subject to the same 
contention. Yet, it is clear that a minor, 
through his guardian may obtain immediate 
enjoyment of an outright gift.’’ 
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minors of life insurance contracts," guar- 
anteed annuity policies™ and real estate® 
were all future interests. A careful reading 
of the facts will reveal, however, that the 
decision in each case would have been the 
same had the donee been an adult instead 
of a minor. 


For present purposes, it is unnecessary to 
take sides in the controversy as to whether 
outright gifts are always gifts of present 
interests. As in the case of trusts, there 
are practical considerations which are often 
more weighty than tax aspects. 


There are, of course, many kinds of prop- 
erty which could legally be donatively given 
outright to minors. The more common 
gifts made are those of money, checks, 
bank deposits, savings accounts, govern- 
ment savings bonds, stocks, corporate 
bonds, stocks, insurance policies, partner- 
ship interests, tangible personalty and real 
estate. In each category the absence of a 
legal guardian may mean the postponement 
of use and enjoyment of the gifted property; 
and, if Fleming is right, the age of the 
minor-donee may also be a factor in deter- 
mining whether a future interest had been 
created for gift tax purposes. 


Here too, then, in the absence of a 
definitive Supreme Court decision or of 
new legislation, there is an area which 
should on principle be cleared of uncer- 
tainty. But here also for the modest tax- 
payer the matter of the annual exclusion is 
of no great moment. What is of more 
significance is the fact that because of the 
legal disabilities arbitrarily imposed on 
minors, outright gifts may often be ill- 
advised. It is easy to transfer title of 
property to a minor but many lawyers are 
fully aware how difficult and costly it is 
frequently to get title from a minor. Hence, 
whether the Fleming view or the Rogers 
view be correct as a matter of statutory 
construction, the objective in tax. planning 
should always be what is best under all the 


# Rogers, ‘‘Outright Gifts to Minors and Gift 
Tax Exclusion,’’ 7 Tax Law Review 84 (1951). 

% Fleming, ‘‘A Different View of Outright 
Gifts to Minors,’’ 7 Tax Law Review 89 (1951). 

5tSee Anderson, ‘‘Gifts to Children and In- 
competents,’’ TAXES—The Tax Magazine, Oct., 
1951, p. 911. 

52 John E. Daniels, cited at footnote 48. 

53 Spyros P. Skouras, CCH Dec. 17,568, 14 TC 
523, aff'd 51-1 ustc { 10,805, 188 F. (2d) 831 
(CA-2). 

5% Dora Roberts, CCH Dec. 13,479, 2 TC 679, 
aff’d 44-2 ustc { 10,124, 153 F. (2d) 657 (CCA-5), 
cert. den. 324 U. S. 841 (1945). 

5 Rosa A. Howze, CCH Dec. 13,650, 2 TC 1254 
(1943). 
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special circumstances of the situation at 
hand, whether or not the annual exclusion 
is obtained in each instance.- Needless to 
say, notwithstanding the differences in their 
views as to the scope of the annual exclu- 
sion provision, both Fleming and Rogers 
obviously agree that the annual exclusion 
be sacrificed in the interests of sensible tax 
planning. 

Legislation has been suggested which 
would allow the annual exclusion in all gifts 
to minors. The litigation arising under 
the annual exclusion provision has become 
in many respects annoying, resulting in 


little revenue gain to the government in 
the cases it wins and in little real consola- 
tion to the taxpayers in the few instances 
in which they are successful. The adop- 
tion of the proposed legislation would be 
salutary in thus obviating the need for un- 
productive litigation. The loss to the public 
revenue would be inconsequential.” In the 
meantime and pending the enactment of 
such or similar legislation, the best advice 
a tax counselor can himself follow is to 
avoid suggesting or recommending unusual 
or extraordinary transactions or stratagems 
to obtain the benefit of the annual exclusion. 


[The End] 





Shifting Income Within the Family Group 


PARTNERSHIPS—LEASE-BACKS—-NONCOMMERCIAL ANNUITIES 


By ROLAND K. SMITH, Attorney 
Isham, Lincoln and Beale 


Chicago 


GRADUATED income tax such as ours 

breeds devices for shifting income. Our 
rates start at 22.2 per cent on the first $2,000 
and climb on a steep grade to 92 per cent. The 
tax burden has become painful even to those 
in the early brackets. With each increase in 
rates, the shifting of income within the family 
group has become more and more rewarding. 
Under today’s staggering rates substantial 
tax savings through shifting income are 
possible. However, difficult problems arise 
in solving the two fundamental questions 
present in practically every income-shifting 
situation—first, the purely legal question of 
how the shift can be made in a way which 
will satisfy the requirements of the Code 
and the frequently subtle, technical and ultra- 
sophisticated gloss written around it by the 
Bureaw and the courts; and second, the 
practical question of whether the taxpayer 


% The Committee on Federal Estate and Gift 
Taxes, Tax Section, of American Bar Asso- 
ciation has considered the suggestion mentioned 
in the text. For a vigorous demand for legisla- 
tion, see Drexler, ‘‘The Exclusion Provision of 
the Gift Tax Law Needs Amending,’’ TAxEsS— 
The Tax Magazine, Sept., 1951, p. 743. 

5 Amounts of gift tax involved in the follow- 
ing sample cases were: Kieckhefer, cited at 
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should give up what he has to give up if 
the legal requirements are to be met. This 
latter phase of the problem requires a thorough 
knowledge of family relationships and a care- 
ful calculation of the practical risks involved. 


The Family Partnership 


One of the most familiar and obvious de- 
vices for shifting income is the family part- 
nership. This device appeared upon the scene 
in the earliest days of the income tax. As a 
practical matter, a husband, in making his 
wife a partner, gave up very little. The 
difficulty was that in some cases he gave up 
so little that the device was patently a tax 
evasion scheme and failed to work. With the 
advent of income tax splitting between hus- 
band and wife, permitted by fhe 1948 Revenue 
Act, the husband-wife partnership has lost 


footnote 29, $675; Rassas, cited at footnote 37, 
$118.88; Hvans, cited at footnote 26, $1,970.11 
(2 years); Stifel, cited at footnote 32, $382.50; 
Strekalovsky v. Delaney, cited at footnote 27, 
$1,744.79; Cannon v. Robertson, cited at foot- 
note 28, $5.39; Hdward J. Kelly, cited at foot- 
note 40, $1,483.56. 



















































































Mr. Smith is lecturer on estate planning, 
Northwestern University School of Law. 


its tax savings appeal. However, partner- 
ships between a man and his children, or 
even a man and his parents or dependent 
relatives, still have distinct tax savings pos- 
sibilities. These possibilities were given added 
impetus by the 1951 act which attempted— 
I am afraid not completely successfully—to 
clear away the debris left in the wake of 
the Tower’ and Lusthaus* cases and their 
progeny. A little history will be helpful in 
uncerstanding the 1951 amendments. The 

itestones are, of course, Tower, Lusthaus 
and Culbertson.’ 


While the Bureau must have long been 
aware of the family partnership device, it 
did not start its campaign against it in 
earnest until 1943. About 1944 the Tax Court 
had enunciated rules which invalidated most 
family partnerships for tax purposes. The 
Tower and Lusthaus cases were broadly inter- 
preted as indicating the Supreme Court’s 
approval of the principles applied by the 
Tax Court in striking down a great many 
family partnerships. These cases, it was as- 
sumed, established two fundamental tests, 
namely, the “original capital test” and the 
“vital services test.” If the wife, or other 
putative partner, contributed neither of these, 
the partnership was “not real” for tax pur- 
poses. In the usual case the husband had 
donated the capital to his wife and she 
performed no service of any real worth, and 
the courts held that the husband was still 
taxable on the income from the capital and, 
of course, was taxable, under the Lucas v. 
Earl* theory, on income earned by him. The 
application of the Lucas v. Earl theory seems 
fully justified, but it is not quite clear how 
the courts escaped the rule that income from 
donated property is taxable to the donee. 
Certainly in the case of a family corporation, 
if stock is given to the wife, she is taxed on 
the dividends. I think that, fundamentally, 
the explanation, no matter how badly ex- 
pressed by some courts, is that the courts 
did not believe that any gift had been made. 
It was a kind of Clifford® situation and the 
principal difficulty seems to have been that 
the courts either lacked candor or were too 
polite to say that they thought the tax- 
payer was a fraud. 


1 Commissioner Vv. Tower, 46-1 ustc { 9189, 327 
U. S. 280. 

2 Lusthaus v. Commissioner, 46-1 ustc { 9190, 
327 U. S. 293. 
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I will not bore you with the facts in the 
Tower, Lusthaus and Culbertson cases, but 
at this stage of the game it seems somewhat 
surprising to me that they created such a 
furor. The schemes in Tower and Lusthaus 
were obviously shams or, at any rate, it was 
rather clear that the court thought they 
were. When a device is as transparent and 
unreal as many of the family partnership 
schemes were, the device doesn’t deserve to 
work, just as the Gregory scheme, even 
though falling squarely within the four cor- 
ners of the Code, was not, and should not 
have been, allowed to work. 


I must confess that as far as I am con- 
cerned, the Supreme Court’s language in 
these cases has shed moré darkness than 
light on the subject, but, in the final analy- 
sis, they seem to establish a sensible test, 
namely, the reality test—that is, “whether 
the partners really and truly intended to join 
together for the purpose of carrying on the 
business and sharing in the profits or losses or 
both.” The court said in the Culbertson case: 


“The question is nct whether the services 
or capital contributed by partners are of 
sufficient importance to meet some objective 
standard supposedly established by the Tower 
case, but whether, considering all the facts 
—the agreement, the conduct of the parties 
in execution of its provisions, their state- 
ments, the testimony of disinterested per- 
sons, the relationship of the parties, their 
respective abilities and capital contributions, 
the actual control of income and the purposes 
for which it is used, and any other facts 
throwing light on their true intent—the 
parties in good faith and acting with a busi- 
ness purpose intended to join together in 
the present conduct of the enterprise.” (Italics 
supplied. ) 


It was thought by a good many people 
that the Culbertson decision had settled the 
problem and they were surprised that post- 
Culberison cases are not crystal clear. The 
difficulty, I think, stems from the fact that 
the reality test, while logically sensible, is 
difficult to apply because it is a subjective 
test. And while “the state of a man’s mind” 
may be just as much a fact as the “state of 
his digestion,” the former is much more dif- 
ficult to diagnose and the terms used in the 
diagnosis are necessarily abstract. Courts 
use such phrases as “intent,” “reality,” “con- 
trol,” “tax avoidance” and the extremely 
unhelpful statement that “taxation is an emi- 







3 Commissioner v. Culbertson, 49-1 ustc { 9323, 
337 U. S. 733. 

4 Lucas v. Earl, 2 ustc { 496, 281 U. S. 111. 

5 Helvering v. Clifford, 40-1 ustc { 9265, 309 
U. S. 331. 








nently practical matter” with side references 
to “form” and “substance.” In short, the 
earnest and frantic drive to save taxes at 
the exorbitant rates of the present, plus the 
difficulty of arriving at true intent in the 
field of family partnerships, are catalytic 
agents sufficient to keep this reaction sput- 
tering for a long time. 


The Culbertson case did hold that if capital 
used in the partnership was actually donated 
to the partner, income allocated to it will 
not be taxed to the donor. Furthermore, it 
was reasonably well settled that the Com- 
missioner has the right to allocate income 
between principal and services and refuse to 
permit an assignment of the latter on the 
Lucas v. Earl theory. In short, the major 
contribution of Culbertson was a reversal of 
the prior trend of the courts to disregard 
one of the fundamental principles of our 
tax law—that income from property is taxed 
to the person who owns it. (I should throw 
in a caveat here—the ownership test is being 
eroded by the control test which I will 
discuss in more detail when we come to the 
subject of gifts and lease-backs.) 


A relief measure was proposed and passed 
by the House in the Revenue Revision Bill 
of 1948 and by the Senate in the Revenue 
Bill of 1950—but neither was approved. by 
both Houses. In both cases relief would 
have been retroactive, but without affecting 
the bar of the statute of limitations or res 
judicata. 


The 1951 Revenue Act finally provided 
long-awaited relief in the case of partner- 
ships where capital is a material income- 
producing factor. Beginning after 1950, a 
person may be a partner for tax purposes 
if he owns a capital interest in a partnership 
where capital is a material income-producing 
factor, whether or not his interest is received 
by gift or purchase from any other person. 


Where there is a transfer of an interest 
in a family partnership, whether by sale or 
by gift, the donee or purchaser is liable for 
the tax on the income from such interest. 
The motive for the transfer is of no conse- 
quence. There is no necessity for showing a 
business purpose. 


Safeguards are set up in the amendment 
against devices to deflect income from the 
real owner. Where a partnership interest is 


created by a gift, income for tax purposes’ 


will not coincide with the distribution of 
income provided for in the partnership agree- 
ment if an unreasonably small amount is 
allowed as compensation for services ren- 
dered to the partnership by the donor, or if 
income allocated to the donated capital is 
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proportionately greater than that allocated 
to the donor’s capital. 


Absence of a partner due to military serv- 
ice will not result in the diminution of his 
share for tax purposes. 


The family partnership amendments apply 
only to a partner’s taxable years beginning 
after 1950. For the years beginning prior to 
1951 no inferences are to be drawn from 
the fact that the amendments are not made 
applicable to such years. The amendments 
apply to distributive shares of income de- 
rived from a partnership with a taxable year 
beginning in 1950 and ending within or with 
taxable years as to all of the family partners 
which begin in 1951. The amendments are 
so important and have been anticipated so 
long that I would like to take the time to 
quote them. 


First, Section 3797 of the Code, which 
contains definitions, is amended by adding 
the following: 


“A person shall be recognized as a partner 
for income tax purposes if he owns a capital 
interest in a partnership in which capital 
is a material income-producing factor, whether 


‘or not such interest was derived by purchase 


or gift from any other person.” 


Then Supplement F of the Code, relating 
to partnerships, is amended by adding the 
following: 


“Sec. 191. Family Partnerships. 


“In the case of any partnership interest 
created by gift, the distributive share of the 
donee under the partnership agreement shall 
be includible in his gross income, except to 
the extent that such share is determined 
without allowance of reasonable compensa- 
tion for services rendered to the partnership 
by the donor, and except to the extent that 
the portion of such share attributable to 
donated capital is proportionately greater 
than the share of the donor attributable to 
the donor’s capital. The distributive share 
of a partner in the earnings of the partner- 
ship shall not be diminished because of ab- 
sence due to military service. For the pur- 
pose of this section, an interest purchased by 
one member of a family from another shall 
be considered to be created by gift from the 
seller, and the fair market value of the 
purchased interest shall be considered to be 
donated capital. The ‘family’ of any indi- 
vidual shall include only his spouse, an- 
cestors, and lineal descendants, and any 
trust for the primary benefit of such persons.” 


The balance of the amendment deals with 
the effective date which I have outlined above. 
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I suggest that you will find the comments 
in the Senate Finance Committee’s reports 
on this amendment* extremely helpful in 
understanding the history which I have 
attempted to outline for you and the relief 
which the Congress was attempting to af- 
ford. It will also supply a broad hint as to 
how serious the Senate was in providing 
that the amendment was not to be applied 
retroactively. 


The amendment thus settled finally one 
of the difficult phases of the family part- 
nership problem, but it left a wide area 
unsettled. 


In the first place, the question of good 
faith is not laid at rest. Was there a real 
gift? How much control did the donor re- 
tain, either directly or indirectly? How far 
will Clifford concepts be applied in answering 
the control question? 


The big question left open is, of course, 
the matter of allocating income between 
services and capital, which involves the 
subsidiary question of determining whether 
compensation is not only not too high, but 
is also not too low. This problem is fore- 
shadowed by the Canfield case,’ which arose 
prior to the amendment but has not lost 
its significance. That case was the first to 
recognize that what should be done is to tax 
the income from partnership capital to the 
owners (having regard to the source of the 
capital) and to tax earnings from personal 
efforts to the earner. While this is both 
logical and intelligent, it offers adminis- 
trative problems and practical difficulties 
which are not easy of solution.’ 


One definite result of the 1951 amendment 
is that it calls for more skill and care in 
drafting partnership agreements than may 
have been used in the past. New agree- 
ments should stress the significance of the 
different factors which the new amendment 
and the committee’s report have indicated 
are necessary for a tax-valid partnership. 


Two recent cases, decided by Texas dis- 
trict courts, involving tax savings via the 
partnership route are worth mentioning, al- 
though I am inclined to believe they have 
more value as illustrations than as reliable 
precedents. In Mauritz v. Scofield,’ it ap- 
peared that three brothers had acquired an 
undivided interest in $30,000 worth of prop- 


®Report of Senate Finance Committee on 
Revenue Act of 1951, pp. 38 and following. 

1 Canfield, CCH Dec. 15,414, 7 TC 944 (1947). 

8 Oscar Hanigsberg, ‘‘Reallocation of Part- 
nership Income After There Is a Challenge of 
a Partnership Division,’’ Proceedings of New 
York University Eighth Annual Institute on 
Federal Taxation, p. 1096. 
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erty in 1915. By 1935 they were active in 
seven different enterprises and their hold- 
ings were worth $450,000. At that time they 
transferred 60 per cent of their interests to 
ten trusts created for the benefit of their 
children, nieces, nephews and unmarried 
sisters. They reported the gifts and paid 
gift taxes. The enterprises were continued 
as joint ventures between the three brothers 
and the ten trusts. By 1949 the joint ven- 
tures had earned over $1,400,000. The bene- 
ficiaries of the trusts had received cash 
distributions of over $700,000. The income 
of this family group was divided among 29 
different taxpayers—brothers, wives, trusts 
and beneficiaries. The Bureau attempted to 
tax all of the income to the three brothers. 
The taxpayers won. The court held that the 
trusts were valid and bona fide partners in 
each of the partnerships and the income 
earned by the trusts could not be taxed to 
the brothers who provided the active man- 
agement. The difference in taxes if the tax- 
payers had lost would have been enormous. 


Lankford v. Dunlap” involved a partner- 
ship in which 12 children were partners, 
eight of whom contributed no services to 
the partnership. The partnership was upheld. 


The Visintainer case“ should be mentioned 
here because, although it did not involve 
a partnership, it furnishes an interesting ex- 
ample of a father’s successful attempt to 
split income with his minor children. A 
father made gifts of livestock to his four 
minor children. The animals were branded 
with the children’s brands. A gift tax had 
been paid by the father. Proceeds from the 
sale of the sheep and wool, as well as 
expenses, were apportioned among the tax- 
payer and his children on the basis of the 
number of sheep owned. The amount due 
the children was credited to them in ledger 
accounts. The sheep had not been segre- 
gated from the general herd which remained 
under the management and control of the 
father. Except for one son, the children 
were too young to be of much assistance 
on the ranch. The court held that effective 
gifts had been made and that the taxpayer 
was not taxable on income from the sheep 
which he had given to his children. Certio- 
rari was denied by the Supreme Court last 
spring. 

® Mauritz v. Scofield, 52-1 ustc { 9327 (DC 
Tex.). 


1° Lankford v. Dunlap, 52-2 ustc § 9452 (DC 
Tex.); see also Donovan v. Kelm, 52-2 vustc 
| 9432 (DC Minn.). 

11 Visintainer v. Commissioner, 51-1 ustc {| 9202, 
187 F. (2d) 519 (CA-10). 
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While Visintainer shows that you may 
split income through a joint venture or 
partnership by making a gift without a trust, 
it will almost always be better to have a 
trust when minors are involved. The reason 
is that, legally at any rate, a minor’s prop- 
erty, in the absence of a trust, must be 
managed under the law by a guardian. A 
guardianship is cumbersome because the 
powers of a guardian are rigidly restricted 
and his action is subject to constant super- 
vision by the courts. Under the Illinois 
statute the powers of investment of a guardian 
are so limited that in these days of inflation 
a ward’s interests are more prejudiced than 
protected. While it is true that under a 
relatively recent amendment (1939) to the 
Illinois Probate Act” a guardian is per- 
mitted to carry on a ward’s business, the 
guardian is still subject to the control of 
the court, which makes the use of this pro- 
vision awkward. In brief, a trust will be pre- 
ferred in almost every case because of its 
flexibility and the absence of court supervision. 


This raises the question of whether a trust 
for a minor would be recognized as a partner 
for tax purposes. The Mauritz case indicates 


that it will be. In several recent cases the. 


Tax Court has upheld trusts as limited 
partners. In Edward D. Sultan,” applying the 
reality test established by the Culbertson 
case, the court held that since the parties 
“really and truly intended to join together 
for the purpose of carrying on ‘business’ ” 
an independent trustee was a valid “special 
partner,” that is, a limited partner, and its 
share of the partnership income should be 
taxed to it. The court notes that most of 
the cases cited by the government involved 
trusts where the settlors were the trustees, 
which should be a word of warning that it 
is safer to have an independent trustee. In 
discussing the application of the Clifford 
rules, the court pointed out that the trust 
was to last for 17 years and again adverted 
to the fact that the settlor was not the trus- 
tee, stating: “. . the settlor, Edward 
D. Sultan, carefully selected others as trus- 
tees, and the evidence clearly establishes 
that the corporate trustee stood firm in its 
duty of protecting the beneficiary.” Signifi- 
cantly the court closed its opinion by stating 
that “neither party raises the question of 
whether a trust can be a member of a part- 
nership. Perhaps this is because we have 
heretofore decided that a trust can be recog- 


2 Tllinois Revised Statutes, Ch. 3, par. 415. 
1% Hdward D. Sultan, CCH Dec. 19,094, 18 
TC —, No. 86 (1952). 
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nized as a partner for tax purposes.” (Citing 
Theodore D. Stern.) 


In the Stern case a father transferred a 
half interest in his business in trust for 
his minor son. The trust was irrevocable 
and the trustee was given full and complete 
powers of management and control. The 
trustee was a business acquaintance but 
otherwise unrelated to the grantor. The 
trustee actively participated in the manage- 
ment and operation of the partnership. The 
court cited a number of cases in support of 
its statement that the reality of a partner- 
ship composed of individuals and trusts has 
been recognized. It also pointed out that 
Section 3797(a)(2) of the Code includes 
trusts. The reality test of Culbertson was 
again relied on. 


In Thomas H. Brodhead, a father created 
a trust for minor children, only one of whom 
was in existence at the time of the creation 
of the trust. The court held that the trust 
was a special partner, citing “the good faith 
and acting with a business purpose” test of 
Culbertson. The court mentioned the fact 
that the father was genuinely concerned about 
the possibility of his death which would 
have a profound effect on his one-man busi- 
ness, concluding that there was a business 
purpose in bringing in a business associate 
and the trust company as special partners. 
The court’s discussion of the retention of 
control and Clifford problems is worth read- 
ing, particularly the statement that “lack of 
true ownership in the transferee is not nec- 
essarily indicated by powers retained by the 
transferor as a managing partner or in any 
other fiduciary capacity when considered in 
the light of all of the circumstances.” The 
court took this language practically verbatim 
from the committee report mentioned above. 


This case, like the Sultan case, again warns 
that it may be dangerous to have the father 
act as the trustee. In passing, I should tell 
you that a well-advised bank will refuse to 
act as a general partner, for the obvious 
reason that its entire assets would be liable 
for partnership obligations, and some banks 
may be reluctant to act as limited partners 
although others will do so in proper cases. 
However, it should not be difficult to find a 
trusted business associate to act as trustee 
in these situations. 


In any event, the partnership agreement 
should make it clear that the trustee is 
entitled to demand the trust’s share of the 


14 Theodore D. Stern, CCH Dec. 17,890, 15 TC 
—, No. 521 (1950). 

1% Thomas H. Brodhead, CCH Dec. 19,097, 18 
TC —, No. 87. 
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partnership income, and the trust should 
give the trustee the authority to dispose of 
the trust’s partnership interest. Otherwise, 
the trust may be held to be a mere captive, 
subject to the unfettered control of the 
donating partner. 


In the preliminary skirmishes the part- 
nership status of a trust for a minor has 
been victorious. But, in my opinion, the 
main bout is yet to come. The Clifford 
case and the long line of partnership cases 
suggest that retention of too much dominion 
and control and lack of reality are strong 
weapons in the Bureau’s arsenal. And, 
perhaps the strongest weapon of all will 
be the power of the Commissioner to deter- 
mine how much income is properly allocable 
to capital. I suspect that this weapon will 
be wielded very adroitly by the Commis- 
sioner and that few taxpayers will escape 
unscathed. 


Gifts and Lease-Backs 


The tax advantages of a gift and lease- 
back are illustrated in Brown v. Commis- 
stoner.* There, a father and mother were 
engaged in the coal business. Trusts were 
created for their children to which they 
donated a tract of coal land on the prior 
understanding that the land was to be 
leased back to them at a substantial rental 
and royalties—amounting to more than 
$20,000 for the year involved. The father 
and mother deducted these rental pay- 
ments; the Commissioner denied the deduc- 
tion; the Tax Court upheld the Commissioner ; 
and the Third Circuit reversed. 


The court felt that the trusts had been 
created in good faith and were valid and 
irrévocable. The court regarded the fact 
that the lease-back was made pursuant to a 
prior understanding between the taxpayers 
and the trustee as insignificant. “What is 
controlling is that there came into the 
picture a new independent owner, the trus- 
tee, who was in a position to and. did 
require the payment of the rents and 
royalty as a condition to the continued use 
and possession of the lands by the tax- 
payers for the purposes of their business 
and wholly without regard to whether 
their operations resulted in taxable income.” 
The court concluded that the rents and 
royalties were not merely gifts of the part- 
nership. Nor did the court regard as sig- 


1° Brown v. Commissioner, 50-1 ustc {| 9219, 180 
F. (2d) 946 (CA-3). 


11 Skepm v. Commissioner, 48-1 usrc J 9300, 168 
F. (2d) 598 (CCA-7). 
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nificant the fact that the coal lands would 
be exhausted in a matter of five years. 


Of course, there was a gift tax on the 
donation of the property, but with the 
specific exemptions and exclusions allowed 
to a husband and wife on a joint return, 
this tax would not be significant as com- 
pared to the substantial deductions made 
available to the donors for business expense. 


Another case is Skemp v. Commissioner." 
There, a doctor gave a two-story brick 
building in which he conducted his medical 
clinic to a trust for the benefit of his wife 
and children. The trustee was a trust 
company with which (the court takes pains 
to point out) the taxpayer was in no way 
connected as stockholder, officer or em- 
ployee. The trust was irrevocable and for 
20 years’ duration. -Upon the termination 
of the trust the property was to be dis- 
tributed among the settlor’s children. The 
doctor retained no significant control over 
the trust, but did reserve the right to rent 
all or a part of the building at a rental to 
be determined by the trustee. On the same 
day that the trust was established, a lease 
was entered into between the trustee and 
the doctor for a term of ten years at a 
rental of $500 per month, subject to adjust- 
ment. Judge Minton stated that the issue 
was a narrow one under Section 23 of the 
Code and did not involve the Clifford rule. 
The court disagreed with the Commissioner’s 
argument that the payments of rental were 
“not required” because the taxpayer had 
voluntarily entered into the transaction and 
rejected his contention that there was no 
change in the taxpayer’s economic status. 


These decisions have been ably analyzed 
and criticized by Professor William Cary.” 
His analysis is that the settlors in these 
cases gave a fee out of which they had 
expressly reserved a leasehold interest and 
that consequently the rentals arising from 
the property were income of the settlors 
which they donated annually to the trusts, 
He characterizes these intrafamily gifts 
and lease-backs as “nothing more than 
a refined technique—thus far successful 
—for reallocation of income among a family 
group.” His conclusion is that “there is 
substantial doubt as to whether the Brown 
and Skemp cases will remain unquestioned.” 


Professor Cary’s doubt was vindicated by 
a decision of the Second Circuit in White v. 


% William L. Cary, ‘Current Problems in 
TAxES—The Tax Magazine, August, 1951, p. 662. 





Fitzpatrick,” handed down a little more than 
a year after his article was written. In 
that case a husband donated a patent to 
his wife and also gave her $16,175 of the 
total purchase price of $16,800 which the 
wife paid for the property on which the 
husband’s company was located and which 
he had theretofore occupied under a lease 
coupled with an option to purchase. The 
court refused to allow the husband to 
deduct the royalty and rental payments 
made to his wife. The court said: “Under- 
lying reality, however, contradicts this ap- 
pearance of a complete assignment. ‘Title’ 
to the patent and land may legally reside 
in the plaintiff's wife; practically and ac- 
tually, as the district court concluded, con- 
trol rests with the husband as effectively 
as if he had never made the gift of the 
patent to his wife or given her the money 
with which to buy the property. Assign- 
ment and gift cannot be divorced for tax 
purposes from their accompanying agree- 
ments whereby the husband retained do- 
minion . . The sole practical effect of 
these transactions, therefore, was to create 
a right to income in the wife, while leaving 
untouched in all practical reality the hus- 
band-donor’s effective dominion and control 
over the properties in question.” (Italics 


supplied.) The court added that it thought 
the Clifford case was decisive of the ques- 


tion. The court somewhat lamely tried to 
distinguish Skemp and Brown on the grounds 
that there the gifts were to trustees under 
trusts where the settlors had retained no 
reversionary interest, had retained no dis- 
positive power over either corpus or income 
and administrative control was not exer- 
cisable for the benefit of the settlors. The 
court stated that the Supreme Court has 
long emphasized the test of retention of 
practical ownership in passing on the tax 
consequences of intrafamily assignments. 
The court found no evidence of a potential 
exercise of “control and management” on 
the part of the donee but rather of “passive 
acquiescence to the will of the donor,” 
(citing Culbertson),” and that the transaction 
is in all practical respects “a mere paper 
reallocation of income among the family 
partners,” (citing Tower),” and that since 
the husband has remained the actual en- 
joyer and owner of the property, payments 
to the wife do not constitute valid business 

1% White v. Fitzpatrick, 52-1 ustc { 9103, 193 
F. (2d) 398 (CA-2). 


20 See footnote 3. 
21 See footnote 1. 


Fae Note also the possible estate tax implica- 
tions. If a sufficient interest is retained for 
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deductions within the statute.” There was 
a vigorous dissént by Judge Chase. 


The net result is that Professor Cary’s 
warning should be heeded. The family gift 
and lease-back is in dangerous territory 
because there is the distinct possibility that 
the control and dominion retained by the 
donor-lessee will be seized upon by the 
courts as justifying a disallowance of de- 
ductions for rental payments. The Clifford 
decision suggests this route. This is not 
to say that all hope of the device’s working 
should be abandoned. The Brown and Skemp 
cases show that it has worked under situa- 
tions where there was clearly a preliminary 
understanding, possibly legally enforceable, 
to make the lease-back. There is a good 
chance that the device will work where 
there is a real gift (not an Indian gift) and 
where there is no enforceable legal obliga- 
tion on the donee to lease the donated 
property to the donor. Strong arguments 
can be advanced that a transaction which is 
recognized for gift and estate tax purposes 
and for some income tax purposes should 
be recognized for all income tax purposes. 
If there is a completed gift, the donee 


- should be taxed with the income; the donee 


should be allowed to deduct property taxes 
paid on the donated property; the property 
should be included in the donee’s estate; 
the donor should pay a gift tax; and, of 
course, the donor has no legal or equitable 
interest in the property. No matter how 
suspicious the courts may be, it is not 
easy to disregard these substantial legal 
consequences of a gift. Care must be taken 
to avoid the possibility of a constructive 
trust or the reservation of an interest by 
the donor. In point of fact, future decisions 
of the courts may indicate that this advice 
is impossible to follow because it may well 
be that the courts will seize upon the theory 
of a constructive trust or a reservation of a 
term for years as an answer to the argu- 
ments suggested above where the donor, 
because of the family relationship, for all 
practical purposes retains full dominion 
and control over the donated property. 
Despite these warnings, in determining 
whether a gift and lease-back should be 
used, consideration should be given to 
calculating the tax risks involved—in short, 
there is a good chance that the device will 
work and if it doesn’t, what has the tax- 
payer to lose.” 


the husband’s life, the ‘‘donated’”’ 
should be included in his estate. 

23 Obviously, he will lose interest on a de- 
ficiency and the cost of defending his position 
but the risk may be worth taking. 
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The Family Annuity 


The family annuity in special situations 
may be used to effect savings in income, 
gift and estate taxes. Financial risks are 
involved in that the obligor may not be 
able to meet his obligations and the an- 
nuitant may live too long. There may be an 
unhappy income tax surprise in store for 
the obligor if the annuitant dies too soon. 
Some of the legal principles on this subject 
have not been settled so that, in any event, 
there are serious risks as to the income tax 
consequences of certain phases of these 
transactions. 


I should point out at the outset that a 
transaction designed to be treated as an 
annuity may be treated simply as a sale 
of property at a price to be actuarially 
determined and paid in installments. Totally 
different tax results follow, depending on 
whether the annuity theory or the sale 
theory is adopted.” 


‘If a private annuity is intended, care must 
be taken in making sure that the transac- 
tion is an annuity venture rather than a 
transfer which may be treated as a trust 
with income reserved for life. In this con- 
nection, the transfer must be complete and 
the transferee must have absolute owner- 
ship of the property paid for the annuity. 
If the annuitant insists that the property be 
put up as collateral to insure against the 
obligor’s default and the collateral agree- 
ment prohibits sale, transfer or assignment, 
it probably will be held that the annuitant 
retained a life estate in the property and 
the estate tax would attach. The same is 
true where the amount of the “annuity” 
is limited to the income from the property.” 


Most of the basic rules of the game are 
supported by respectable authority, but there 
are some conflicts, and several important 
questions are left wholly unanswered. I 
will state the rules as I understand them 
and comment on their reliability as I do so. 
I will point out the rather obvious tdx 
savings to be derived if the rules are 
observed. 






% Steinbach Kresge Company v. Sturgess, 40-2 
ustc { 9682, 33 F. Supp. 897 (DC N. J.). 

> Rabkin and Johnson, Federal Income, Gift 
and Estate Taxation, Sec. 63.07. 

26 Hill v. Maloney, 45-1 ustc { 9102, 58 F. Supp. 
164 (DCN. J.). 

27 Work cited at footnote 24. 

23 Donald H. Sheridan, CCH Dec. 18,981, 18 
TC —, No. 44 (1952). 

2 Burnett v. Logan, 2 ustc { 736, 283 U. S. 
404 (1931); Hill v. Maloney, footnote 26; Ware 
v. Commissioner, 47-1 ustc { 9142, 159 F. (2d) 
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First: The annuitant pays an income tax 
under Section 22 (b) (2) (A) of the Code 
on only 3 per cent of the cost of the 
annuity. Note that I did not say 3 per cent 
of the basis of the property exchanged for 
the annuity.” This rule appears to be well 
established, although it is doubtful if Con- 
gress had a private annuity in mind when 
this section was considered. The annuitant 
may, under this rule, convert a portion of 
his annual receipts into a nontaxable re- 
turn of principal. 


Second: The cost of the annuity may be 
(a) the market value of the property ex- 
changed, (b) the cost of a comparable 
annuity if purchased from a professional 
annuity writer, or, (c) the commuted value 
of the payments to be made, based on the 
tables established in the gift and estate 
tax regulations.” It is not clear from the 
cases which value should be used in arriving 
at the annuity cost. There have been cases 
where a portion of the property transferred 
was clearly intended as a gift.” Probably 
the best evidence of cost is what the an- 
nuitant would have had to pay a profes- 
sional writer, although it may be argued 
that broad actuarial computations are not 
applicable to the case of an individual 
annuitant. 


Third: The annuitant has no gain when 
the annuity is purchased.” This rule is 
established by a long line of cases and is 
derived from a decision of the Supreme 
Court in Burnett v. Logan to the effect that 
the promise of an individual or, for that 
matter, of a corporation not engaged in the 
annuity business, has no value no matter 
how solvent the promisor may be. Conse- 
quently an annuitant will not have to pay a 
capital gains tax on property that has 
appreciated in value at the time the annuity 
is purchased. He can thus buy a bigger 
annuity with appreciated property than 
would be the case if he sold the property 
and used the proceeds, less the tax, to buy 
an annuity. 


Fourth: The property transferred for the 
annuity will not be included in the annuitant’s 
estate,” nor will a gift tax be incurred on 


542; J. Darsie Lloyd, CCH Dec. 9201, 33 BTA 
903; Frank C. Deering, CCH Dec. 10,093, 40 BTA 
984; Hommel, CCH Dec. 15,424, 7 TC 992. The 
Treasury has unsuccessfully maintained the con- 
trary since 1925, G. C. M. 1022, CB VI-1, 12. 

3° Some practioners with whom I have dis- 
cussed this problem are of the opinion that 
there is a very real danger that the whole 
transaction will be treated as a transfer with 
an interest retained for life and that’ the prop- 
erty transferred will be included in the ‘‘an- 
nuitant’s’’ estate under Sec. 811 (c). 








the portion of the property transferred in 
payment for the annuity. Consequently 
both gift taxes and estate taxes will be 
saved and the property will end up in the 
hands of the family member writing the 
annuity. 


Fifth: The annuitant will have no de- 
ductible loss if he dies before he recovers 
his cost." This conclusion seems sound 
since no matter how long the annuitant 
lives, he gets just what he paid for. How- 
ever, it overlooks the inconsistency of tax- 
ing amounts paid in excess of cost as 
ordinary income. It does, however, con- 
form to the results which follow if a stand- 
ard annuity is purchased. 


Sixth: After the annuitant has recovered 
his basis of the property exchanged for the 
annuity, payments in excess of such basis 
are taxed at capital gain rates until the full 
cost of the annuity (possibly market value 
at the date of the transaction) is recovered. 
Thereafter all payments are taxed under 
Section 22 (b) (2) (A) as ordinary in- 
come.” The case cited holds, I think er- 
roneously, that in determining capital gain 
no deduction is allowed for the amount of 
payments taxed as ordinary income under 
the 3 per cent rule. 


Seventh: In the event of the premature 
death of the annuitant, the obligor may 
realize taxable income equal to the dif- 
ference between the annuity payments there- 
tofore made and the value of the property 
“paid” for the annuity. There are no cases 
directly in point.“ Assuming that the ob- 
ligor does receive taxable income, the ques- 
tion still remains open as to whether it is 
ordinary income or capital gain. If it is 
treated as ordinary income the tax con- 
sequences may be catastrophic. 


Eighth: The writer of the annuity will 
not be allowed to deduct any portion of the 
annuity payments as interest. This rule 
appears to be firmly established in the face 
of the admitted fact that it is clear that a 
portion of each payment is interest and as 
such should be deductible.” However, pay- 


3 Industrial Trust Company v. Broderick, 38-1 
pore 9136, 94 F. (2d) 927, cert. den. 304 U. S. 


8 Fill v. Maloney, footnote 26. 


%It was held in Donald H. Sheridan, CCH 


Dec. 18,981, 18 TC —, No. 44 (1952), that pay- 
ments by the annuity writer in excess of the 
value of the property ‘‘paid’’ for the annuity 
are deductible under Sec. 23 (e) (2) of the Code 
as a loss from a transaction entered into for 
profit. This result argues strongly that the 
excess of the value of the property ‘‘paid’’ for 
the annuity over the amount paid by the an- 
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. building yielding $50,000 a year. 


ments in excess of the value of the property 
received is deductible as a loss incurred in 
a transaction entered into for profit.” 


Ninth: It is not clear what the basis 
of the property will be to the annuity 
writer. This raises serious questions in 
the event the property is sold or where 
depreciation is involved.” 


Finally: The anomalous and unreal char- 
acter of a private annuity with the resultant 
inconsistencies and difficulties springing 
therefrom may lead the courts to discard 
the law developed on this subject and treat 
the transaction simply as an installment 
sale of property with gain recognized to the 
annuitant at the time of the transfer and a 
basis to the transferee of what he finally has 
to pay, or what it may be reasonably 
estimated he will have to pay, under his 
annuity agreement.™ 


An example will illustrate how the rules 
work and how the unanswered questions 
may plague a taxpayer. 


Mr. A, a widower, aged 72, owns $200,000 
of securities yielding $10,000 a year and a 
The building 
cost $250,000 and is now worth $500,000. He 
has one son and three grandchildren. The 
son’s income is $15,000 a year and his wife 
has no income. (The figures given below 
are approximations.) 


Mr. A’s income tax on his $60,000 income 
will be about $36,000. If he dies, his estate 
tax will be about $176,000, to which should 
be added state inheritance taxes. If he gave 
the building to his son, the gift tax would 
be about $109,000 and the son would have 
a basis of $250,000 for the building. 


A premium of $500,000 will buy an an- 
nuity (without refund provisions) for a 
man 72 years old of $49,000. If A transfers 
the building to his son in return for the 
son’s promise to pay him a comparable 
annuity, this is the result under the rules 
as I understand them: 


(1) A will have no capital gain when he 
transfers the building. If he sold the build- 


nuity writer before the annuitant’s death should 
be treated as ordinary income. 

%4 Gillespie & Sons Company, 46-1 ustc { 9207, 
154 F. (2d) 913. 

3% John C. Moore Corporation, CCH Dec. 5005, 
15 BTA 1140, aff'd 2 ustc { 558, 42 F. (2d) 186 
(CCA-2). ’ 

36 Donald H. Sheridan, footnote 28. 

370, D. 945 C. B. 4, 44 as modified by G. C. M. 
11655, C. B. 12-1 159 and I. T. 2789, CB XII-1, 
160. John C. Moore, footnote 35. 

%8 Steinbach Kresge Company v. Sturgess, 
footnote 24. 
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ing he would have to pay a capital gains 
tax of $65,000, leaving only $435,000 of 
proceeds, which would buy an annuity of 
$42,750—$6,250 a year less than he will 


get from his son. 


(2) After the transfer, A’s estate is re- 
duced to $200,000 and the estate tax would 
be reduced from $176,000 to $31,500—a 
saving of $144,500. However his estate will 
be increased by what is left of the sub- 
stantial annuity payments—)ut a plan can 
be developed for giving part of these pro- 
ceeds, or some of the securities, to his son, 
his daughter-in-law or his grandchildren. 


(3) A’s taxable income (until he recovers 
his capital back) will be reduced from 
$60,000 to $25,000—that is, $10,000 of secu- 
rity income plus 3 per cent of $500,000. His 
income tax will therefore be reduced from 
$36,000 a year to a little more than $11,000 
a year. Hence Mr. A will have annual 
receipts of $59,000, less an income tax of 
$11,000, or a net of $48,000, as against in- 
come of $60,000 and an income tax of 
$36,000, or a net of $24,000. 


(4) There will be no gift tax to pay, 
as there would be if the building were 


donated to A’s son and his children—a sav- 
ings of $109,000. 


(5) If A dies before he recovers his 
basis back, his estate probably will have no 
deductible loss. But that is a matter of 
small moment compared with the tax sav- 
ings already obtained. Furthermore, there 
is a chance, though I believe a slim one, 
that his estate may take a loss. The ques- 
tions here, as already indicated, are: Was 
the venture entered into for profit? (Prob- 
ably not.) Didn’t Mr. A get just what he 
bargained for? (Probably so.) 


So far so good—in fact, very good. The 
tax savings to this point are impressive. 
To recapitulate: 


gs a $109,000 
Betate. tak aavitie ....<...... 144,500* 
Capital gains tax saving 65,000 
Annual income tax saving ... 25,000 


*To which should be added 
state inheritance tax savings. 


Note also that at the same time Mr. A’s 
spendable receipts (admitting that part of 
each annuity payment represents capital) 
have increased from $24,000 to $48,000— 
double what he had before. In fact, the 
Savings are so impressive that they make 


39 Donald H. Sheridan, footnote 28. 
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one wonder whether the large amount of 
savings will not themselves furnish a strong 


argument that the whole transaction is 
unreal. A tax system designed to be as 
painful as ours does not easily yield such 
a bonanza. However, there are sound au- 
thorities which support each step so far 
taken. 


Next we should consider the unanswered 
questions and the risks a taxpayer faces in 
an annuity venture. 


(1) The annuity writer may be financially 
unable to make the annuity payments. He 
may become insolvent or he may die. The 
first solution which occurs as a_ hedge 
against financial irresponsibility of the an- 
nuity writer is a pledge of the transferred 
property. However, a pledge may render 
the whole transaction vulnerable to attack 
on the ground that it is nothing more than 
a transfer of. property with a retained life 
estate. Consideration may be given to term 
insurance as a protection against the pre- 
mature death of the annuity writer. 


(2) The annuity payments will increase 
A’s estate with a consequent increase in 
estate taxes. If A lives too long, he may 
end up with as much in his estate as he 
started with. Furthermore, if this is the 
case, the bargain will have turned out 
badly for the son. However, a gift pro- 
gram, initiated early in the game, may fur- 
nish a satisfactory solution of these problems. 


(3) After the son has paid his father 
$500,000, are further payments deductible 
as an ordinary loss, or‘are they merely 
treated as an addition to the son’s basis? 
One recent case squarely holds that they 
are deductible as an ordinary loss.” At the 
worst, such payments should be added to 
the basis of the building in the son’s hands. 


(4) The most serious risk results from 
the possibility that Mr. A will die shortly 
after the annuity is written. Assume that 
the son has paid Mr. A only $50,000 when 
Mr. A dies. Does the son have income of 
$450,000 and, if so, is it ordinary income 
or capital gain? If the former, the result 
will be disastrous since he would have to 
pay (assuming a joint return) an income 
tax of $375,000. If the income is treated as 
a capital gain, the tax would be $117,000. 
It has been suggested that this risk could 
be covered by life insurance, but, even if 
insurable, premiums for a man 72 years of 
age would be prohibitive. I know of no 
cases which decide whether the son would 
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have ordinary income, capital gain or no 
income under these circumstances. There is 
a good argument that no income results. 
Certainly there is no sale or exchange at 
the time of A’s death, and it could be 
argued that the only consequence of his 
death would be that the son would end up 
with a $500,000 building having a basis of 
$50,000—capital gain to be postponed until 
sale. This risk is none the less serious 
and must be faced. The chances of an 
early death and a devastating income tax 
must be weighed against the tax benefits 
mentioned earlier. 


(5) How will the son figure depreciation 
on the building? It has been held that his 
basis for this purpose may be the dis- 
counted value of the estimated future pay- 
ments based on the tables set out in the 
gift and estate tax regulations. If Mr. A 
dies too soon or lives too long, there could 
be an adjustment to the son’s actual cost. 
If he had already sold the property, claims 
for refund or deficiency assessments could 
be made.” 


The conflicts and uncertainties inherent 
in the family annuity, stem from the fact 
that according to the court in the Steinbach 
Kresge case," we are required to apply “a 
statute phrased in terms of economic com- 
monplaces to an economically unique trans- 
action.” The court’s analysis of the problem 
is too excellent to relegate to a footnote. 
The court continues: 


“The uniqueness of this simple arrange- 
ment lies in the fact that it mixes two 
ordinarily distinct economic structures—a 
purchase of stock, and an annuity ven- 
tUFe 4... 


“If our circumstance is likened to a stock 
purchase, the annuity payments become in- 
stallments of the purchase price. They are, 
in that event, capital expenditures, and 
no gain or loss is realized until the trans- 
action is closed in the orthodox manner 
by the purchaser’s disposition of the stock.” 


If the transaction is treated as an annuity 
venture, the “annuity is deemed to be issued 
for cash equal to the fair market value of 
the property transferred. So, annuity pay- 
ments in excess of the value of the con-- 
sideration for the annuity contract (the 
property transferred) are considered de- 


4° See footnote 34. 
“1 Steinbach Kresge Company v. Sturgess, 
footnote 24. 
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ductible as losses in the year in which made. 
Curiously, there is little, if any, actual con- 
flict in the decisions. . 


“The clash, therefore, is between theories 
rather than precedents. . To be sure, 
these stock-for-annuity transactions do not 
fit the usual pattern of a purchase, because 
purchase prices are almost by definition 
fixed, and not elastic. As a practical matter, 
however, it seems possible to wait until that 
elasticity has ceased by reason of the an- 
nuitant’s death, and to use the ‘price’ so 
determined as the annuity writer’s cost 
basis of capital gain or loss upon the 
eventual disposition of the stock. If the 
writer disposes of the stock before the 
annuitant dies, it would seem reasonable to 
defer the calculation of gain or loss until 
death occurs. The transaction, in view of 
its uniqueness, may be deemed to remain 
open, even after disposition, to await the 
fixing of cost. There is no statutory com- 
mand for a reckoning of tax immediately 
upon disposition which would compel the 
establishment of cost by actuarial values 
on analogy to federal estate tax practice. 


_ See Ithaca Trust Co. v. U. S., 279 U.S. 151, 


9 Boston University Law Review 288. 
Similarly unique transactions have been 
deemed to remain open after disposition to 
await the fixing of selling price. Burnet v. 
Logan, 283 U. S. 404. The annuity venture 
theory, on the other hand, though achieving 
the same result in the long run, entails, by 
that very token, the anomalous realization 
of both gains and losses from what is 
essentially the same transaction. In addi- 
tion it presents the difficulty of finding prop- 
erty values in every case. The most that 
can be said in its favor is that it conforms 
to the somewhat obscure concept of prop- 
erty for annuity transactions developed con- 
versely with respect to the annuitant’s 
capital gain or loss. But that concept has 
been moulded to fit a special statute which 
taxes annuity returns as income—a statute 
which does not, by its terms, apply to 
annuity writers.” 


Notwithstanding the uncertainties and 
the tax hazards involved, the fact remains 
that spectacular tax savings are possible in 
a family annuity venture which may well 
warrant taking a considerable calculated 
risk.” ' [The End] 


#2¥For an excellent and exhaustive analysis 
of the private annuity problem see Charles O. 
Galvin ‘‘Income Tax Consequences of Agree- 
ments Involving Non-Commercial Annuities,’’ 29 
Texas Law Review 469. 
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Short-Term Trusts Today 


By LLOYD KENNEDY, Attorney 


Kennedy and Kennedy 


YOR PURPOSES of this discussion the 

phrase “short-term trust” is defined to 
mean an inter-vivos trust whose corpus or 
income reverts to the grantor within a rela- 
tively few years after his initial transfer of 
the corpus into the trust. The phrase usu- 
ally denotes the existence of a grantor-trust 
relationship whose chief distinguishing char- 
acteristic is that after the lapse of a “short” 
period of time the grantor reassumes his 
original ownership of the corpus and, except 
for ownership of the income earned by the 
trust during the life of the trust, the grantor 
is placed back in the same economic po- 
sition from which he started.’ A trust which 
may terminate by complete distribution to 
the beneficiary within a very short period 
after its creation, while literally a short- 
term trust, is not a reversionary trust, and 
hence is not a short-term trust as the term 
will be used in this discussion. Obviously, 
a testamentary trust of however short du- 
ration is also excluded. 


The word “short” in the phrase “short- 
term trust” has a very definite meaning to 
the Bureau of Internal Revenue. In the 
past it has had a quite indefinite meaning 
to the various courts which have had oc- 
casion to pass upon its meaning within this 
context. 


To the Commissioner a short-term trust 
is one in which the grantor’s reversionary 
interest in the income or the corpus’ either 
will, or may reasonably be expected to, 
take effect within ten years, or within 15 
years, from the date of the transfer.” The 
term is ten years if the only beneficiary of 
the income is a recipient of the kind de- 
scribed in Code Section 23 (0), that is, if 


1The grantor may have incurred a gift tax 
upon creation of the trust and to that extent 
his economic position will differ. If the initial 
transfer is to a charitable trust, the grantor 
will -have had the advantage of an income tax 
deduction under Code Sec. 23 (0) in the year 
of the transfer. This point is discussed later. 
2 Regs. 111, Sec. 29.22 (a)-21 (c). 
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the trust is a charitable trust. The term is 
also ten years if neither the grantor nor 
his spouse have any administrative powers 
over the trust. The term increases to 15 
years if the grantor or his spouse*® or both 
has or have the exclusive power to vote 
stock held by the trust, or to direct invest- 
ments or veto proposed investments, or to 
reacquire the trust corpus even though 
property of equivalent value is substituted. 
As a rule of thumb, the minimum term is 
15 years if either the grantor or his spouse 
are the only trustees, as the administrative 
powers which differentiate between the 
ten- and 15-year terms are powers nor- 
mally exercisable by any trustee. 


Validity 
of Clifford Regulations 


Short-term trusts have been considered 
both in the decisional law and in the Regu- 
lations as within the ambit of the Clifford 
doctrine on the theory that the shortness 
of the term standing alone, without any 
additional Clifford factors (such as identity 
of the trustee, family members as bene- 
ficiaries, or administrative control), is suf- 
ficient to characterize the grantor as still 
retaining substantial ownership of the corpus 
which has been transferred into the trust. 
Often the concepts of control over corpus 
and ownership of corpus are treated as 
synonymous. In the Buck case,> which is 
the leading case on the proposition that the 
power “freely to sprinkle” income among 
beneficiaries is equivalent to ownership of 
the income, the court was dealing with a 
long-term trust (life of the grantor’s wife 


3 This assumes that the spouse is living with 
the grantor and does not have an interest in 
the corpus or income of the trust which is sub- 
stantially adverse to the grantor. 

4 Regs. 111, Sec. 29.22 (a)-21 (c) (2). 

5 Commissioner v. Buck, 41-2 ustc { 9520, 120 
F. (2d) 775 (CCA-2), rev’'g CCH Dec. 10,963, 41 
BTA 99 (1940). 
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and children) where the grantor had retained 
extensive administrative powers in addition 
to an untrammeled right to change bene- 
ficiaries. In holding this trust taxable to 
the grantor, the Buck opinion used this lan- 
guage (page 778): 

“We conclude that, the control factor is 
sufficiently present when the trust is of 
duration, as in the Clifford case (because the 
grantor will soon reacquire complete domin- 
ion), even if there are no express reservations 
of control; while, if the trust is of long dura- 
tion, then the donor is to be regarded as the 
‘owner,’ if he expressly reserved, as here, a 
very substantial measure of control of the 
disposition of the income.” 


Although the reference to the shortness 
of the term as itself importing’ control was 
sheer dictum in the Buck case, it was adopted 
by the same circuit a few weeks later in 
the Elias case* in a situation where it was 
essential to the decision. The Elias case 
stands for the proposition that a family 
trust may be taxable to the grantor under 
the Clifford theory with no control what- 
ever expressly reserved to the grantor if 
the term is short enough. Here the trustee 
was the grantor’s husband, the beneficiaries 
were the grantor’s children, and the trust 
corpus was to revert to the grantor after a 
term of 6% years. It was held that com- 
plete absence of administrative control in 
the grantor with no power of disposition 
over the income could be compensated by 
the shortness of the term of the trust. In 
so holding the court said (page 173): 


“For, while it is true that the prime con- 
sideration is whether the income remains 
within the family, there are two other cir- 
cumscribing factors: the length of the term 
and the powers of management reserved to 
the settlor. We think that these factors are 
complementary; the longer the term, the 
more important the reserved powers, and 
vice versa. [Citing the Buck decision.] 
There is good reason for such a correlation, 
because the shorter the term the more 


® Helvering v. Elias, 41-2 ustc { 9630, 122 F. 
(2d) 171 (CCA-2), rev’g CCH Dec. 11,096, 41 
BTA 1109, cert. den. 314 U. S. 692. 

7™See also Commissioner v. Barbour, 41-2 ustc 
{ 9620, 122 F. (2d) 165 (CCA-2), holding a six- 
year family trust with the grantor’s lawyers as 
trustees taxable to the grantor. 
this with the same court’s decision a year 
earlier in Helvering v. Achelis, 40-2 ustc { 9542, 
112 F. (2d) 929, at p. 930 (CCA-2), where the 
court made this statement with regard to the 
Clifford case: ‘‘The rationale of that decision 
was that the nexus of powers reserved by the 
settlor so nearly approached full dominion as 
to be its equivalent; the court did not suggest 
that the settlor of a trust could not so com- 


Fifth Annual Federal Tax Conference 


But compare- 


complete is the settlor’s real power of 
management and control regardless of legal 
reservations. .. . Legal powers of manage- 
ment add very little to such a reversioner’s 
actual control over the fund while the trust 
lasts. For this reason it appears to us that 
it is only when the term is longer than six 
or seven years (as for example ten years, 
Commissioner v. Jonas, 122 Fed. (2) 169) 
that the settlor’s legal reservation of con- 
trol becomes vital, certainly if the settlor 
and trustee are not strangers.” * 


The Elias decision was considered an 
unwarranted extension of the Clifford doc- 
trine by the Court of Appeals for the Sixth 
Circuit in Central National Bank of Cleve- 
land v. Commissioner® Here a grantor cre- 
ated two trusts for his adult children, both 
having a term of only 34% years. In one 
trust instrument the grantor reserved the 
right to direct the corporate trustee in in- 
vestments. In the other instrument it was 


merely provided that the trustee should 
“advise” with the grantor as to sales and 
investments. With reference to the Clifford 
case the court said (page 354): 


“We do not understand, however, that 
every short term trust necessarily, without 
more, comes within the Clifford doctrine, 
and this notwithstanding decision in Commr. 
© Oiee .< . S’ 


The court then discussed the Elias case, 
saying: “In view of this apparent extension 
of the Clifford doctrine, the thought neces- 
sarily suggests itself that if this was its 
intended scope, how simple it would have 
been for the Supreme Court to have defi- 
nitely announced that all short term family 
trusts left ownership of income for tax pur- 
poses in the trustor without consideration 
of reserved control,—and then what a world 
of finely spun argumentation we would 
have been saved.” 


The court referred to the decision of the 
Court of Appeals for the Third Circuit in 
Helvering v. Bok, where a three-year semi- 


pletely sever himself from the income of prop- 
erty, for a period—even a short period—as to 
make it no longer his.’’ The Achelis case held 
a five and one-half year charitable trust not 
taxable to the grantor. 


844-1 ustc 9202, 141 F. (2d) 352 (CCA-6), 
rev’g, in part, CCH Dec. 12,921-B, 1 TCM 557. 
No certiorari. 

9 42-2 ustc { 9809, 132 F. (2d) 365 (CCA-3), 
aff’'g CCH Dec. 12,446, 46 BTA 678. There were 
three trustees in the Bok case, two were sons 
of the grantor and the third was unrelated. 
The beneficiaries were a charity and certain 
designated individuals, none of whom the tax- 


(Continued on following page) 


1007 






























charitable trust was held not taxable to 
the grantor, and concluded that the trust 
in which the grantor had reserved invest- 
ment control should be taxable ‘to the 
grantor, but not the trust in which he had 
merely provided that the trustee should 
advise with him. 


There are several decisions subsequent to 
the Clifford case (1940) which do not. tax 
the grantor of a trust having less than a 
ten-year term. The 15-year term reflects 
a purely arbitrary choice of the Commis- 
sioner, as research has disclosed no reported 
decision where a term of this length was 
treated as significant. 


Whether the ten- and 15-year limits for 
all short-term trusts will eventually be 
adopted by the courts as controlling is 
doubtful. A majority of the Tax Court 
(three dissents) has already held the Com- 
missioner’s Clifford regulations inapplicable 
to a charitable trust. In Ruth S. Clark,° 
now pending on appeal by the Commissioner 
to the Court of Appeals for the Seventh 
Circuit, a nine-year charitable trust was 
held not taxable to its grantor. After re- 
ferring to the Regulations, the majority 
opinion stated: “However, the decision here 
is controlled by court decisions on short 
term charitable trusts.” One dissenting 
opinion stated that “a regulation has the force 
and effect of law, unless it is an unreason- 
able interpretation of the statute.” One 
might ask, what statute? The whole Clif- 
ford doctrine is bottomed on an _ initial 
misapplication of Section 22 (a), which merely 
defines income, and does not purport to say 
to whom the income so defined shall be taxed. 


Although it is true that the Clifford 
opinion ™ itself says that the answer to the 
grantor’s taxability depends upon all the 


(Footnote 9 continued) 
payer was under any duty to support. The 
opinion concludes (p. 367): 

‘The case for the Commissioner, as the Board 
in its opinion points out, really comes down 
to the contention that the income of every short 
term trust shall be taxed to the settlor of the 
trust. To hold the income of this trust tax- 
able to the settlor under the circumstances 
present would go far beyond Helvering v. Clif- 
ford, . . . and the cases which have followed 
it. In the absence of legislation making such 
an extension we are not justified in going that 
far.’’ Although legislation is still absent, the 
Commissioner has considered himself justified 
in taking this journey. 

10 CCH Dec. 18,794, 17 TC 1357 (1952). 

11 As to the correctness of this statement, cf. 
Griswald, ‘‘A Summary of the Regulations 
Problem,”’ 54 Harvard Law Review 398 (1941); 
Braun, ‘‘Regulations, Reenactment, and the 
Revenue Acts,’’ 54 Harvard Law Review 377; 
and Feller, ‘‘Addendum to the Regulations 
Problem,”’ 54 Harvard Law Review 1311. 


circumstances in the “absence of more pre- 
cise standards or guides supplied by statute 
or appropriate regulations” (italics supplied), 
and this same thought is also expressed in 
Harrison v. Schaffner” the later Supreme 
Court decision in the Stuart case™* speaks 
only of the absence of a Jegtslative rule as 
the reason why the answer has been “left 
to the process of repeated adjudications.” * 
And the word “adjudications” means ju- 
dicial decisions, not administrative fiats. 


The Clifford regulations are applicable 
only to taxable years beginning after 1945. 
As 1946 and later years come before the 
courts the question as to the extent to 
which these regulations will be accepted as 
valid should become known. Perhaps Con- 
gress will take action to amend the Code 
to reflect these factors of the Clifford doc- 
trine which the members of Congress con- 
sider appropriate,“ and which may vary 
quite widely from the opinions of the per- 
sonnel of the Treasury Department respon- 
sible for the Regulations.” 


Regardless of how the Clifford regulations 
may fare in the courts, it is certain at this 
writing that a grantor of a short-term trust 
cannot choose a reversionary term of less 
than ten or 15 years, as the case may be. 
without also choosing to adopt a course 
which in all likelihood will result in liti- 
gation with the Bureau. The remainder of 
this paper will assume that the short-term 
trusts under discussion comply with the 
minimum terms specified in the Regulations. 


Tax Consequences 
upon Creating Short-Term Trust 


If a valid short-term trust has been cre- 
ated, the tax on the income earned by the 


1240-1 ustc { 9265, 309 U. S. 331, rew’g 39-2 
ustc { 9626, 105 F. (2d) 586 (CCA-8). 

13 41-1 ustc { 9355, 312 U. S. 579 (1941). 

14 Helvering v. Stuart, 317 U. S. 154, 167 
(1942). 

15 See the quotation from the Bok case, cited 
at footnote 9. 

1%The Committee of the American Bar Asso- 
ciation’s Section of Taxation dealing with this 
problem has strongly urged that taxation under 
the Clifford doctrine should be by Code amend- 
ment, not left to the field of regulations. The 
income tax project of the American Law In- 
stitute has also taken this position. 

17 A dictum of the Court of Appeals for the 
Third Circuit in Kay v, Commissioner, 50-1 ustc 
9143, 178 F. (2d) 772, indicates that that court 
may consider the regulations valid, as they are 
referred to in the opinion as representing ‘‘a 
careful clarification by the Commissioner of 
the controlling decisions upon the application 
of the Clifford rule.’’ In making this state- 
ment was the court overlooking its own Bok 
case, cited at footnote 9? 
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trust corpus will be shifted from the grantor 
to the trustee, to the beneficiary, or partly 
to each. 


There will be no estate tax consequence 
upon the creation of such a trust, except as 
a minor incident. If the grantor should die 
before expiration of the term, his reversion- 
ary interest would, of course, be valued for 
estate tax purposes at a discount.” But the 
purpose in creating a reversionary trust is 
not to reduce estate taxes; primarily it is to 
reduce income taxes for the period of the trust. 


The creation of a short-term trust consti-— 


tutes a gift for purposes of the gift tax, 
but the shorter the term the smaller the 
amount of the gift. The new gift tax regu- 
lations” no longer refer to the 4 per cent 
hypothetical annuity rule, but state that as 
to gifts made after Deceember 31, 1951: 


“Where the donor transfers property in 
trust or otherwise and retains an interest 
therein, the value of the gift is the value of 
the property transferred less the value of 
the donor’s retained interest.” 


Under Table II appended to the new 
regulations the value of a gift of $1,000 
transferred to a ten-year reversionary trust 
is $291.08; if transferred to a 15-year rever- 
sionary trust the value of the gift is $403.10. 


If the terms of the trust require the cur- 
rent distribution of all of the income to the 
beneficiary, the gift is within the annual 
$3,000 exclusion.” If the trustee has dis- 
cretion to pay or withhold the income, 
however, or the income is directed to be 
accumulated, the gift will be that of a future 
interest, and the $3,000 annual exclusion 
will not be available. 


Value of Short-Term Trust 


Although there are probably countless 
situations where the use of a short-term 


18 See Estate Tax Regulations 105, Sec. 81.10 
(i), Table II. The value of the corpus of a 
reversionary trust in the estate of a grantor 
dying five years before the reversion takes 
effect, for example, will be valued at 84.1973 
cents on the dollar. 


1 Regs. 108, Sec. 86.19 (f), as amended by 
T. D. 5902, approved May 27, 1952. 


2 The new tables assume a 3% per cent 
income return on the value of the gift. Thus 
the present value of $35.00 a year for ten years 
is $291.08, which is also the value of the gift. 
It is not merely the first year’s income which 
is considered a present interest, but the income 
of subsequent years as well. See the interesting 
discussion on this point in Charles v. Hassett, 
42-1 ustc § 10,139, 43 F. Supp. 432 (DC, Mass.). 
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trust can accomplish an objective of value 
to its creator, only three major uses will 
be discussed in this paper. 


One major use might be defined in this 
language: to discharge a moral obligation or 
to satisfy a benevolent desire of the grantor, 
which obligation or desire it can reasonably 
be anticipated will expire within the term 
of the trust, and to accomplish this objec- 
tive under circumstances where the grantor 
wishes to reassume at the end of the term 
substantially the same economic position 
from which he started. 


Examples.—Many taxpayers are aug- 
menting the income of a widowed mother 
or other relative. Assume that a man has a 
widowed mother aged 66, that she receives 
$300 monthly as installment payments on a 
policy of insurance on her husband’s life, 
and that her son wishes to contribute an 
extra $100 a month to her. While this extra 
amount is not essential for her support— 
and the son is not thereby discharging 
a legal duty of support™—the extra $100 
monthly will be a welcome addition to her 
income. As the payment of this amount 
will not constitute over one half of the 
mother’s support, the son will secure no 
dependency credit under Section 25 (b). If 
he is in a 50 per cent income tax bracket, 
it will require $2,400 of income to make 
annual payments to his mother of $1,200. 
This $1,200 of annual income tax can be 
completely saved if the son creates a rever- 
sionary trust for his mother for her lifetime 
which will yield her an annual income of 
$1,200. Even if the mother’s life expectancy 
were less than ten years, the trust income 
would not be taxable to the son because of 
the shortness of the term, even under the 
Clifford regulations. Furthermore, there 
would be no income tax on the mother in 
this example, as she would have a double 
exemption by reason of her age, and the 
insurance payments are excluded from her 


21 Where a trust is created for the grantor’s 
wife, minor children or aged parents, there is 
no presumption that the gift to the trust is in 
discharge of the grantor’s obligation to support 
the beneficiary, unless the express or implied 
purpose of the trust is to discharge this obli- 
gation. Cf. Shanley v. Bowers, 36-1 ustc {| 9069, 
81 F. (2d) 13, 15 (CCA-2); Estate of William 
P. Eger, CCH Dec. 14,786(M), 4 TCM 914 (1945); 
Jay C. Hormel, CCH Dec. 10,581, 39 BTA 244 
(1939), rev’d on other grounds 40-1 ustc {| 9431, 
111 F. (2d) 1. 

2 Trust income is, however, not attributable 
to the grantor where such reversionary interest 
is to take effect in possession or enjoyment at 
the death of the person or persons to whom 
the income is payable.’’ Regs. 111, Sec. 
29.22(a)-21 (c) (2). 
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gross income under Section 22 (b) (1) (A). 
Even if the mother had some taxable in- 
come, her rates would of necessity be less 
than the rates applicable to the son, else 
there would be no need for the trust in the 
first place. 


If the son used $30,000 of 4 per cent tax- 
able bonds worth par to fund the trust for 
his mother, under the new gift tax Table 
I, the present value of his gift would be 
$10,026. As the gift is of income only, this 
would qualify as the gift of a present inter- 
est and the $3,000 annual exclusion ($6,000 
upon consent of the son’s wife) would be 
applicable. If the son funded this trust in 
two segments, placing one half of the bonds 
in the trust in one calendar year and the 
balance in the next year, his annual gift to 
his mother would be within the $6,000 con- 
sent exclusion, and no portion of the son’s 
lifetime gift tax exemption would need to 
be sacrificed. 


Perhaps a taxpayer is helping to send the 
child of a deceased friend through college. 
The creation of a short-term trust will often 
be the ideal vehicle through which to ac- 
complish this purpose. Here there is no 
possible argument that the trust income is 
being used to discharge the grantor’s obli- 
gation to support a dependent, and the tax 
on the beneficiary will presumably be insig- 
nificant compared to the grantor’s saving. 
Under the present uncertainty as to the 
status of the Clifford regulations, such a 
trust would probably have to have a mini- 
mum of a ten-year term, but the grantor 
could provide that upon the completion 
of the beneficiary’s college education the 
income would be payable to the grantor’s 
spouse, children or other designated bene- 
ficiary until the elapse of the required ten- 
year period.” 


Short-term trusts might well be created 
for adult children to assist them in the 
early years of their working life. Such 
trusts might well be keyed to aid in the 
payment of a mortgage on the child’s home. 
Double gift tax exclusions can be secured 
by the creation of two trusts, one for the 
grantor’s child and the other for the child’s 





23Caveat: This device might militate against 
the full use of the annual gift tax exclusion if 
the length of time during which the primary 
beneficiary would receive the trust income were 
left too uncertain. 

24 Assuming that dividends are applied toward 
the purchase of additional paid-up insurance, 
the trustee will require about $460 per year 
after taxes to maintain the policy. Under 1952 
rates, an accumulative trust with a net income 
of $600 will pay a tax of $111, leaving $489 for 
premiums. 





spouse, if the situation requires such a 
solution. 


Another example would be the creation 
of an insurance trust for the benefit of the 
grantor’s children or grandchildren. A ten- 
pay life policy on the life of a child 11 years 
of age can be purchased from a mutual 
company at a gross annual premium of 
about $46 per $1,000. A trust to acquire a 
$10,000 policy on the life of a child of this 
age would need to be funded with property 
producing an annual income of somewhat 
less than $600.% A transfer to the trust of 
$15,000 of 4 per cent bonds would be suf- 
ficient to fund this trust. If the trust corpus 
reverted to the grantor when the policy 
was fully paid for at the end of ten years, 
the grantor would have made a future inter- 
est gift valued under the gift tax Table II 
as a gift of $4,366.21.% If the grantor were 
in a 50 per cent income tax bracket during 
the ten-year term he would have retained 
only $3,000 of the income from the trans- 
ferred bonds, whereas the child will end up 
the owner of a fully paid policy of $10,000 
on his own life which will have a cash 
surrender value at the end of the tenth 
year greatly in excess of $3,000.% 


Charitable Trust.—A final example under 
this use of a term trust lies in the advan- 
tages which may be obtained by the cre- 
ation of a charitable trust. 


Most individuals, even of relatively moder- 
ate means, have constantly recurring social 
obligations to discharge which are of a 
charitable nature. If a person finds that 
his average contributions to the Community 
Chest, the Red Cross, his church, college 
and the like average, say, $300 a year, a 
short-term charitable trust might be well 
worth considering, especially in a year of 
abnormally high income. In practical effect, 
a so-called double deduction can be secured 
through the use of this type of trust. 


Again using the illustration of the 4 per 
cent bonds, it would require the transfer 
of $7,500 of bonds in trust to secure an 
annual income of $300. The present value 
of this gift for a ten-year term is $2,183.11. 
The donor will thus secure a charitable 





25Query: Since the trust by its terms must 
accumulate the income for ten years, can it be 
argued that the value of the gift to the child 
should be reduced by the amount of income 
taxes which the trustee will have to pay on the 
accumulation? 

2° The cash value will depend upon the amount 
of dividends of the insurer, but the cash value 
at the end of the ten-year term would probably 
exceed $5,000. 
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deduction under Section 23 (0) of this 
amount in the year of the transfer. While 
the donor will not secure any deduction 
during the balance of the term of the trust, 
neither will the $300 of annual income from 
the bonds be included in his gross income. 
By the creation of the trust he secures a 
charitable deduction of $2,183.11 which he 
would not have had had he retained the 
bonds and continued personally to con- 
tribute $300 to charity each year. The 
grantor can himself safely be the sole © 1s- 
tee of this trust, and he can “spr. 1€ 
income in future years among chariia>le 
entities which he may from time to time 
select, providing only that they meet the 
tests prescribed by Section 23 (0). 


Accumulation Trusts 


A second major use of short-term trusts 
lies in the creation of the trust for the 
primary purpose of accumulating money 
for the grantor’s family group at lower 
income tax rates than are applicable to the 
grantor. This might be called the “savings 
account” use. 


There is little point in a person regularly 
depositing money in a savings account for 
minor children, if he has income-producing 
assets which could be transferred to short- 
term trusts for the benefit of these children. 
While it is true that the interest paid upon 
the savings account owned by the child will 
bear no tax unless the child’s annual income 
exceeds $600, and while it is also probably 
true” that the deposits in the child’s ac- 
count will be considered gifts of a present 
interest within the annual gift tax exclusion, 
it should not be forgotten that the father 
is first taxed on the income which ends up 
in the child’s account. If he is in the 50 
per cent bracket he has only half as much 


7Cf. ‘‘Federal Gift Tax—Gifts in Trust for 
Minars and the Annual Exclusion,’’ University 
of Pennsylvania Law Review (April, 1952); 
“Outright Gifts to Minors and the Gift Tax 
Exclusion,’’ 7 Tax Law Review 84 (November, 
1951). For an excellent general discussion of 
the problem, see Dwight Rogers, ‘‘Some Prac- 
tical Considerations in Gifts to Minors,’’ 20 
Fordham Law Review 233 (December, 1951), 
and compare with Austin Fleming’s, ‘‘The Tax 
Consequence of Gifts in Trust to Minors,’’ 
—— Law Review 636 (September-October, 

1). 

28 Although intended to be strictly an accumu- 
lative trust, the trust instrument should always 
grant discretion in the trustee to pay income 
or corpus to the wife during the term of the 
trust. Unforeseen changes in the family’s eco- 
nomic status can thus be safeguarded. 

29It goes almost without saying that the trust 
instrument must be very carefully drafted. 
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income left with which to fund the account 
as against nearly 80 per cent if the trust 
device is used. 


If the prospective grantor has a spouse 
but no children, or has sufficient optimism to 
anticipate that he may eventually share in 
the accumulated income through the largess 
of his spouse, he could create an accumu- 
lative trust for her, selecting as the reversion 
date (at least ten or 15 years in the future) 
a time when he expects to retire or for 
other reasons expects his income to decline. 
If the grantor resides in a state where ac- 
cumulations for adults are forbidden, he 
may have to put up with the inconvenience 
and added expense of establishing the situs 
of the trust in a state where accumulations 
for adults for the period of perpetuities is 
permissible, where there is no state income 
tax and where the applicable personal prop- 
erty tax is not prohibitive. 


A grantor aged 50, at the height of his 
earning power, could create a 15-year ac- 
cumulative trust * for his wife, anticipating 
that when he attained age 65 and reacquired 
the corpus he would have less income and 
would be in considerably lower brackets. 
If he transferred property valued at $74,000 
to such a trust, and the net income equalled 
3% per cent as anticipated in the Com- 
missioner’s gift tax valuation tables, this 
trust would have an annual income after 
taxes of $2,025, assuming present rates 
continue. Ignoring the reinvestment of the 
accumulated income each year, which in 
itself should be a very substantial factor, 
the trustee would be able to deliver to the 
wife * $30,375 at the end of the 15-year term. 
Had the husband retained $2,590 a year of 
income (3% per cent on $74,000), and had 
his average bracket been 50 per cent, he 
would have only $19,425 left at the time 
he reached age 65. 


Should the wife die before the normal date 
selected for termination of the trust, a specific 
provision should be used directing the trustee 
to pay all accumulated income, including capital 


gains, to the wife’s estate. If there is any 
possibility of the grantor receiving any of the 
accumulated income, except by inheritance from 
his wife, the trust income might remain taxable 
to the grantor under Code Sec. 167. As the law 
of most states allocates a capital gain to corpus, 
the trust instrument should contain a specific 
direction that capital gains be treated as in- 
come, otherwise the grantor will be taxable to 
the extent of the gains. See Commissioner v. 
Willson, 42-2 ustc { 9790, 125 F. (2d) 307 
(CCA-7) ; Graff v. Commissioner, 41-1 ustc {J 9188, 
117 F. (2d) 247 (CCA-7), aff’g CCH Dec. 10,780, 
40 BTA 920, where the corpus was distributable 
to the grantor if he survived his wife who was 
the income beneficiary. 
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As the present value of this gift would be 
only $29,830.07 for gift tax purposes, the 
grantor would be within his lifetime specific 
exemption of $30,000. It should be noted 
that the creation of a reversionary trust for 
the benefit of the grantor’s spouse will not 
qualify for the gift tax marital deduction, as 
this is a gift of a terminable interest under 


Section 1004 (a) (3) (B). 


By the creation of such a trust the grantor 
is able to give to his wife 56 per cent more 
than he could have given had he retained the 
$74,000 of property. And this example 
ignores the quite substantial income which 
the trustee would receive upon current rein- 
vestments of accumulated income. 


The head of a family in high brackets 
would often be well advised to create short- 
term accumulative trusts for each of his 
children, with the intention that the accumu- 
lated income be delivered to them after their 
majority. The possible “savings” by this 
device will often warrant the payment of 
gift taxes, which may be a relatively smail 
price to pay for the very considerable in- 
come tax advantages which flow from it. 
Such trusts are ideal vehicles to provide a 
fund for the future education of the grantor’s 
grandchildren. 


Trusts to Purchase Closely Held 
Business Interests 


As a final illustration of the use of a short- 
term trust to accomplish an objective of 
value to the grantor, consider the fairly 
common situation of a man whose entire 
fortune is tied up in a family business enter- 
prise, be it in the form of a sole proprietor- 
ship, corporation or partnership, in which 
capital is material. The problem here might 
be to secure some diversification in the assets 
in which his wealth is invested, and yet re- 
tain the business interest within the family. 
Or it might be simply to realize at capital- 
gain rates a portion of the present worth of 
his investment in the business without the 
necessity of selling the interest to outside 
parties. A short-term trust or trusts (prefer- 
ably the latter if the owner has several close 
family members—wife and children, for ex- 
ample—who would be suitable beneficiaries) 
offers an almost ideal solution. The only 
possible drawback, to the writer’s knowledge, 
is that the transfer in trust of part of the 


% Since the trust has a term of at least 15 
years, the grantor could himself be sole trustee. 
%11f the grantor directed that the corpus as 
well as the accumulated income be paid to the 
wife at the end of the 15-year term, the gift 





owner’s interest may at times raise a diffi- 
cult question of valuation. 


To illustrate more concretely, assume that 
a man 45 years of age has developed a busi- 
ness, first as a proprietorship and later as a 
corporation, that he is the sole owner of all 
of the corporation’s outstanding common 
stock, that his basis in the stock is $25,000, 
but the business is now fairly worth $300,000, 
though it has a book value of only $200,000. 
Earnings have been retained in the business 
and until now no dividends have been paid. 
The owner is married, with two children, is 
presently drawing a salary of $25,000, and 
must soon face the necessity of paying sub- 
stantial dividends to avoid the Section 102 
surtax. He needs capital to pay the balance 
of the mortgage on his home, and he would 
like to have some excess funds to invest 
in listed securities. He is now in a 42 per 
cent effective income tax bracket, and if he 
declares dividends of $10,000 a year in the 
future, which his tax adviser indicates may 
be necessary, he will be in the 53 per cent or 
56 per cent bracket. 


Our hypothetical corporate owner (hus- 
band and father) issues a preferred stock 
dividend of 6 per cent cumulative stock, par 
value $150,000. The corporate books now 
show a capital structure consisting of $25,000 
par value common stock, $150,000 par value 
preferred stock and $25,000 of earned sur- 
plus. As the state of his domicil permits an 
accumulative trust for adults, he creates 
three 15-year term trusts, one for his wife 
and one for each child, funding each trust 
with $50,000 par value of the new preferred 
stock. The grantor names an unrelated 
friend™ as sole trustee with discretionary 
power to accumulate or distribute either 
corpus or income to the beneficiary, and 
vests him with wide investment powers. 


If the preferred stock is valued at par (it 
might well have a fair market value consid- 
erably less than par) the gift tax conse- 
quences are as follows: 


(1) The gift in trust for the benefit of the 
grantor’s wife is valued at $20,155.45 under 
gift tax Table II as a future interest gift 
which does not qualify for the marital 
deduction.” 


(2) The gifts to the two trusts for the 
children are split with the wife under Sec- 
tion 1000 (f), with the result that the grantor 
and his wife are each treated as having 


would qualify for the marital deduction. But 
it would be a gift of $25,000, it would still be 
a future interest, and the trust would not be a 
short-term trust as that term has been defined 
for the purposes of this paper. 
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transferred $25,000 to each trust. The present 
value of each of these gifts is $10,077.73. 


(3) The wife has used up $20,155.45 of her 
lifetime exemption and the grantor has ex- 
hausted his exemption and has made a tax- 
able gift of $10,310.99, on which the gift tax 
is $400.66. 


Each of the three trusts receives $3,000 
dividends on the preferred stock each year, 
the trustee paying an income tax of $665.40 
annually. The remaining $2,334.60 is in- 
vested in listed securities. Ignoring the sub- 
stantial increase from reinvested income, the 
trustee at the end of the twelfth year has 
accumulated in each trust $28,015 after taxes. 
At this point the grantor decides he would 
like to realize some $80,000 as a capital gain, 
so he offers to sell his reversionary interest 
in part of the preferred stock to the trustee. 
Under gift tax Table II his reversionary 
interest, which will ripen into possession 
three years hence, is valued at 90.1943 cents 
on the dollar. Accordingly he releases to 
the trustee his remainder interest in 300 
shares of the preferred stock in considera- 
tion of a payment to him from each trust of 
$27,058.29, total from all three trusts of 
$81,174.87. The grantor’s wife and children 
will end up the owners of this preferred 
stock, but the grantor, through the use of 
these trusts, will have created a market for 
the stock and at the same time will have 
succeeded in keeping all of the stock of his 
closed corporation within the family. 


Carrying this example to its conclusion, 
there have also been very considerable in- 
come tax savings. Had the grantor not 
created the trusts, and had he paid himself 
dividends of $9,000 a year for 15 years, he 
would have had left after taxes (assuming a 
53 per cent bracket) only $63,450 from the 
dividend money. The three trusts will have 
an aggregate of accumulated income after 
taxes at the end of the 15-year term of 
$105,057. This is a gain or “saving” within 
the family group of some $41,600, or an 
average gain each year of $2,773. And the 
total cost was a gift tax of $400. 


Had our hypothetical corporate owner, 
husband, and father held his business in 


3 Edward .D. Sultan, CCH Dec. 19,094, 18 TC 
—, No. 86 (1952); Thomas H. Brodhead, CCH 
Dec. 19,097, 18 TC —, No. 87 (1952). The only 
reported decision holding that a trust can not 
be a partner is Hanson v. Birmingham, 50-2 
ustc § 9417, 92 F. Supp. 33 (DC, Ia.), appeal 
dism’d 190 F. (2d) 206 (CCA-8 1951). The 
author has been informed, however, that the 


Bureau is not following the Hanson case, even 
in Iowa. 
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proprietorship or partnership form, the same 
result could be achieved. In view of the 
family partnership amendments introduced 
by the Revenue Act of 1951, and recent Tax 
Court decisions * acknowledging the validity 
of a trust_as a partner, even though the 
grantor had created the trust with the ex- 
press intention that the trustee should use 
the corpus of the trust as a capital contribu- 
tion, either as a general or limited partner, 
to a partnership enterprise with the grantor 
where capital is a material income-producing 
factor, there no longer appears reason for 
hesitation. The test of recognition of a 
trust as a partner in a partnership in which 
the grantor is the controlling general partner 
appears to be solely a test of bona fides, and 
not peculiarly a problem of trust law. 


To Him Who Hath 


The discussion of the uses of short-term 
trusts, and of long-term trusts as well, has 
had meaning only on the assumption that 
the prospective grantor is the owner of in- 
come-producing assets which can be trans- 
ferred in trust. Since this grantor already 
is a member of the class of “Him Who 
Hath,” and may through the utilization of 
the short-term trust device be in a posi- 
tion to illustrate the Biblical maxim of 
receiving ever more abundantly, what of his 
less fortunate brother who is in the class 
of the Have Nots? 


The Commissioner under present Clifford 
regulations has taken the stand that a trust 
is taxable to its grantor if the grantor has 
borrowed from the trust and has not com- 
pletely repaid the loan with interest before 
the beginning of the taxable year.“ If it 
were not for this ruling of the Treasury, 
a prospective grantor having adequate earned 
income but no investment assets could emu- 
late his more fortunate brother by doing 
what Mr. Preston did. 


Mr. Preston wanted to aid his widowed’ 
sister-in-law. Although the decision ® indi- 
cates he had assets, he was apparently not in 
a position to use these assets as the corpus 
of a trust for the benefit of his sister-in-law. 
He solved his problem by borrowing $125,000 


%3 Although five Tax Court judges dissented 
in both Theodore D. Stern, CCH Dec. 17,890, 
15 TC 521 (1950) and the Sultan case, cited at 
footnote 32, the Commissioner did not appeal, 
and has issued neither an acquiescence nor a 
nonacquiescence. That a trust or an estate may 
be a partner has been recognized in numerous 
decisions and over a period of many years. 

% Regs. 111, Sec. 29.22(a)-21 (e) (3). 

3% Preston v. Commissioner, 43-1 ustc { 9215, 
132 F. (2d) 763 (CCA-2), rev’g CCH Dec. 11,886, 
44 BTA 973. 
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from Bank A, and going across the street 
to the United States Trust Company and 
delivering the borrowed money to that 
bank as trustee of a currently distributable 
trust for the life of his sister-in-law. The 
trust instrument carried a specific provision 
permitting the trustee to make loans from 
the trust without security to any person, 
including the grantor. Mr. Preston on the 
same day gave the trustee his 4 per cent 
note under seal, payable 20 years later, bor- 
rowed the full $125,000 and repaid his loan 
to Bank A. Thereafter he paid $5,000 per 
year to the trustee and deducted the pay- 
ment on his individual tax return as interest. 


The Board of Tax Appeals denied the in- 
terest deduction on the ground that under 
New York law the bond was not a legally 
enforceable obligation by either the trustee 
or the beneficiary, and hence was “no more 
than a promise to make a gift in the future.” 
The Court of Appeals for the Second Circuit 
reversed in an unanimous opinion, holding 
that under New York law a covenant under 
seal is enforceable regardless of considera- 
tion.” The Commissioner then contended 
that the yearly payments were not really 
“interest on indebtedness,” but were gifts. 
The court rejected this, saying (page 765): 


“While it may be possible to view the 
petitioner’s bond as an obligation to make a 
series of annual gifts of $5,000 and a gift of 
$125,000 in 1954," such a concept seems to 
us as esoteric as the ‘effective interest’ con- 
cept which the Supreme Court rejected in 
the Old Colony case.® . Nor do we see 
any valid reason for supposing that Congress 
wished to restrict the meaning of ‘indebted- 
ness’ to that contracted ‘for an adequate and 
full consideration in money or money’s 
worth.’ Where that was its intent Congress 
expressly so stated.” ® 


% The opinion also refers to Commissioner v. 
Park, 40-2 ustc { 9557, 113 F. (2d) 352 (CCA-3) 
where the Court of Appeals for the Third Cir- 
cuit with. one dissent held that payment of 
interest on a demand note gratuitously given 
by a husband to his wife was deductible as 
interest by the husband, because the note was 
under seal, and thus enforceable under Penn- 
sylvania law. 

%* Had Mr. Preston provided that the corpus 
revert to him at the end of 20 years, or at the 
death of his sister-in-law, he would have created 
a valid short-term trust. The gift of $125,000 
in 1954 referred to by the court was a gift to 
the grantor’s wife to take effect upon the 
sister-in-law’s death or remarriage. 

%8%Old Colony Railroad Company v. Commis- 
sioner, 3 ustc { 880, 284 U. S. 552 (1932). 

% In a concurring opinion Judge Learned Hand 
said (p. 766) ‘*. it seems to me that the 
transaction was like any other loan and that 
the interest was interest in the strictest sense. 
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Some attorneys instinctively recoil from 
an advocacy of .the Preston device, feeling 
that it is too artificial to stand up, if not an 
outright sham. But is it? 


If a person has nothing but earned income 
and wishes to create a trust for his aged 
parents or an invalid brother, is there any 
reason why he should be in a less favored 
position taxwise than his next-door neigh- 
bor who happens to have inherited income- 
producing property which he can place ina 
similar trust? Must tax law also give to 
him who hath, and from him who hath not, 
take away what little he has? 


Brushing aside the emotional appeal, the 
fact remains that once such a trust has been 
created, the grantor’s economic status has 
suffered a very genuine change. If he failed 
to pay interest, the trustee would be obli- 
gated to enforce collection, even if it meant 
execution on the grantor’s home under a 
sheriff’s sale on a judgment for the unpaid 
interest. He has committed his future in- 
come to the payment of this debt just as 
surely as the grantor with assets has com- 
mitted his future income from the invest- 
ments transferred to the trust. 


It was stated at the outset that the present 
Clifford regulations“ would tax the grantor 
of a Preston trust, and it would thus appear 


-that the entire discussion has been of aca- 


demic interest only. But there is serious 
doubt as to the validity of this portion of the 
regulations. No reported decision has taxed 
the grantor solely because he has borrowed 
from his trust. There has been no change 
in the statutory law in this respect since the 
Preston decision, and unless the regulations 
are superior to a court decision, the Preston 
case is still good law, at least in the Second 
Circuit. In Commissioner v. Greenspun,” the 
Court of Appeals for the Fifth Circuit quoted 





‘*Moreover I do not see how such a trans- 
action could ever be made the means of tax 
evasion. If Preston had used as the trust res 
the securities, on whose pledge he raised the 
money in the first place, he need not have in- 
cluded any interest or dividends accruing upon 
them in his income tax; the beneficiary would 
have paid the tax.”’ 

Query: Would Judge Hand’s opinion have 
been different if Preston had not owned securi- 
ties which he apparently used as a temporary 
pledge to make the one-day loan at the first 
bank? 

# Which the use of such words as ‘‘aged 
parents’’ and ‘‘invalid brother’’ was designed 
to arouse. 

“1 Cited at footnote 34. 

42 46-2 ustc { 9329, 156 F. (2d) 917 (CCA-5), 
aff’g on this point CCH Dec. 13,876(M), 3 TCM 
341, at p. 356. 
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with approval the following statement con- 
tained in the Tax Court’s opinion (page 920): 


“While the funds of the trusts were em- 
ployed largely in loans that tended to pro- 
mote the interests and interprises of Greenspun, 
the loans were safe and profitable business 
transactions for the trusts. Both the corpus 
and the increment thereof belong inde- 
feasibly to the beneficiaries. In creating and 
establishing the trusts the grantors parted 
with full title to and all economic interest 
and benefit in the funds thereof. We hold, 
therefore, that the trusts were valid and bona 
fide and that the income thereof is not tax- 
able to. . . [the grantors] either under section 
22 (a) as applied in Helvering v. Clifford, 

.. ora” 


That the Clifford regulations go beyond 
the intent of Congress, as they go contrary to 
what decisional law there is on the question, is 
indicated, at least inferentially, by the action 
taken in the 1950 amendments relating to 
prohibited transactions in the case of trusts 
and exempt organizations. Section 162 (g) 
(2) (B) (i) describes as a prohibited trans- 
action the lending by a charitable trust to 
its donor of “any part of such income or 
corpus, without receipt of adequate security 
and a reasonable rate of interest.” The 
House had originally proposed to forbid 
such loans under any circumstances, but the 
Senate rejected this, saying: “No objection 
is seen to engaging in transactions with 


donors if these transactions are carried out 
at arm’s length.” “ 


The Preston case was again before the 
court in Preston Estate v. Commissioner.” 
Preston’s sister-in-law had died and her 
executor tried to escape income tax on re- 
ceipts from the trust on the ground that the 
trust should have been regarded as a rev- 
ocable trust taxable to its grantor under 
Section 166. In denying this contention no 
mention is made in either the Tax Court 
opinion or that of the appellate court to the 
possibility of taxing the grantor under Sec- 
tion 22 (a) and the Clifford doctrine. Al- 
though one of the tax years before the court 
was the year 1946, a year to which the Clif- 
ford regulations apply, the regulations are 
not referred to in either opinion, nor is the 
borrowing question discussed. 


Until the courts have passed upon the 
validity of the Clifford regulations in this 
respect, the use of a Preston trust is an 
invitation to litigation with the Bureau. 
Other than the payment of interest and 
whatever professional fees may be incurred, 
the taxpayer, however, is no worse off if he 
loses than he would otherwise be, provided 
only that he would wish to make the same 
payments to his beneficiary in any event. 
There is some reason to hope that this situa- 
tion will turn out io be an exception to the 
Biblical maxim, and that from Him Who 
Hath Not, his little will not be taken away. 


[The End] 


KEEPING PEACE IN FAMILY NOT DEATH MOTIVE 


An 85-year-old man sold his timber- 
land and transferred the proceeds to his 
children and grandchildren not more 
than two years before his death. He 
was in good health at the time of the 
transfer, but shortly thereafter he con- 
tracted pneumonia and died. The trans- 
fers were deemed not to have been 
made in contemplation of death when it 
was shown that they were made primarily 
to keep peace in the family, and satisfy 
his wife’s concern over the welfare of 


See also, Jones Vv. Norris, 41-2 ustc { 9636, 
122 F. (2d) 6 (CCA-10), aff’g 40-1 ustc { 9244, 
31 F. Supp. 463; Philip Meyers, CCH Dec. 
13,941(M), 3 TCM 468 (1944); Ben Weisman, 
CCH Dec. 14,050(M), 3 TCM 723 (1944). The 
Commissioner’s Regulation was wholly ignored 
in Roy Eaton, CCH Dec. 19,100(M), 11 TCM 
734 (1952), where a trust had loaned money at 
interest to a partnership 60 per cent owned by 
the grantor, and the loan had not been repaid 
before the beginning of the taxable year 1946, 
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their children and grandchildren. (She 
refused to sign the deeds for the timber 
sales unless he agreed to turn the pro- 
ceeds over to their children, thus to 
provide them with the financial assist- 
ance which they appeared to need.) The 
Tax Court concluded that the motives 
for the transfers were associated with 
life and that the transferred timberland 
should not be included in the decedent’s 
gross estate—Carr, CCH Dec. 18,919(M), 
11 TCM 406. 


the first year to which the Clifford regulations 
are supposed to be applicable. Cf. United States 
v. Morss, 47-1 ustc { 9125, 159 F. (2d) 142 
(CCA-1), where the grantor-trustee had express 
power to make such loans, with or without 
security, although it did not appear that any 
such loans had actually been made. 

“4S. Rept. No. 2375, reproduced in 1950-2 CB 
483, 510. 

4 51-1 usrc { 9198, 187 F. (2d) 531 (CCA-2), 
aff’'g CCH Dec. 17,722, 14 TC 1391. 
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Excess Profits Tax: Part Il, 


Its Philosophy and Implementation 


By PETER L. WENTZ, Attorney 


Hopkins, Sutter, Halls, DeWolfe and Owen 


Chicago 


HIS DISCUSSION is a review of the 

philosophy, as implemented, of Part II’ 
of the excess profits tax provisions of the 
Internal Revenue Code, entitled “Excess 
Profits Credit Based on Income in Connec- 
tion with Certain Exchanges.” We are deal- 
ing with real taxes and are interested in 
tax philosophy only as it is real and significant. 


Purpose and Policy of Part Il 


The committees of Congress expressed 
at least two major purposes in enacting our 
present excess profits tax. Neither purpose 
was exclusive. 


The invasion of South Korea occurred in 
June, 1950. The situation gave rise to a 
great expansion of the military program, 
a need for greatly increased revenues, and 
in many cases greatly increased individual 
and corporate incomes. 


The Revenue Act of 1950, approved Sep- 
tember 23, 1950, had passed the House as 
a bill to reduce taxes but was converted into 
a bill to raise revenues. In that act the 
ordinary corporation and individual income 
taxes were increased. Section 701 (a) of 
that act directed the Ways and Means Com- 
mittee and the Finance Committee to report 
a bill for raising revenue by levying a cor- 
porate excess profits tax with retroactive 
effect to October 1 or July 1, 1950, as early 
as practicable. 


The Ways and Means Committee report,’ 
dated December 2, 1950, on the Excess 
Profits Tax Act of 1950, after making clear 


1 Code Secs. 461-465. 


27H. Rept. 3142, 8lst Cong., 2d Sess., 1951-1 
CB 187. 
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the need for increased revenue, went on 
to say: 


“One of the main objectives in imposing 
an excess profits tax is to reach corporate 
profits which have been swollen by the 
increased tempo of the economy. An excess 
profits tax selects for additional tax those 
corporations whose profits are higher than 
they probably would have been in the ab- 
sence of hostilities and a large military 
budget. By limiting the credit based upon 
income to 85 per cent of the base-period 
earnings, the bill will reach some profits 
which are being sustained at the relatively 
high levels of the base period by the in- 
creased tempo of the defense economy. To 
increase the ordinary corporate income tax, 
in lieu of imposing an excess profits tax, 
would create a hardship for those corpora- 
tions whose profits are declining and which 
have realized no benefits from the defense 
boom. It is recognized that in a war econ- 
omy there are many such corporations and 
your committee felt that it would be unfair 
to increase their tax without first collecting 
additional taxes from those corporations 
whose incomes have actually been increased 
or sustained by the defense program.” 


The Finance Committee report,® after ex- 


plaining that vastly increased revenues were 
needed, stated: 


“One of the main advantages of an ex- 
cess-profits tax in periods of large military 
expansion is that it selects for additional 
tax those corporations whose profits are 
higher than, they probably would have been 


3S. Rept. 2679, 8lst Cong., 2d Sess., 1951-1 
CB 240. 
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in the absence of hostilities and a large 
military budget.” 

In other words, in purpose it was a nec- 
essary revenue raising measure, and, it was 
to be applied against corporation profits in 
excess of what they would have been in 
the absence of the military situation. We 
had had experience with national spending 
in great amount and, in haste and with taxes, 
intended to tax excess profits in connection 
with World Wars I and II. This combi- 
nation of purpose and previous experience 
resulted in the enactment of very detailed 
and complex provisions which were designed 
to determine the amount of profits attrib- 
utable to the increased tempo of the econ- 
omy resulting from hostilities. 


In general, the determination of the ex- 
cess profits of a corporation is based on 
comparison with profits in normal period 
years (taken to be 1946-1949, both inclusive), 
fair returns on the current net value of the 
business with its assets valued at their ad- 
justed basis for computing gain, or, alter- 
natively, a fair return on what has been 
invested historically in the business in the 
past regardless of the current net worth of 
the business, with alternative and relief 
treatment provided for many cases. These 
are reasonable approaches. 


The several mentioned approaches to a 
determination of the normal and the excess 


profits of a business, while reasonable, in 
many cases will reach very different final 
results. In other words, nothing really exact 
and perfect is possible in the determination 


of what are true excess profits. Corpora- 
tions were allowed the most favorable of 
the several approaches in determining the 
amount of their excess profits, if any, and 
a number of alternative and relief provisions 
were included in further assurance of a fair 
determination of excess profits. The phi- 
losophy or purpose is clear, but its imple- 
mentation is so detailed and specific as to 
limit the area of equity or policy interpretation. 


Congress recognized, as to the approach 
based on the normal earnings experience 
of a business, that it is necessary in the 
case of transactions of the type which have 
been treated as tax free for income tax pur- 
poses, to allow a transferee or acquiring 
corporation to include in its normal earnings 
the earnings experience of an acquired busi- 
ness, and correspondingly, to deny to the 
transferor or component the benefit of its 
earlier earnings experience as to the trans- 
ferred business. Congress further recog- 
nized that the alternative growth and relief 


* Code Secs. 470-472. 
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provisions should be carried over into the 
determination of the credit based on in- 
come of a component and _ acquiring 
corporations. 


In Part II, in the case of such generally 
tax-free transactions, rules, carrying out 
the philosophy of the tax, are set out for 
the computation of the three-year average 
income gredit, the alternative involving the 
growth formula, the relief provisions, base 
period capital addition, and net capital ad-. 
dition and reduction, in connection with the 
determination of the credit based on income. 
These provisions are exceedingly detailed 
and complex. An adequate outline here 
would be so involved as to be of little help. 


It is noted in passing that in connection 
with Part II we are inevitably concerned 
with Part III,‘ dealing with intercorporate 
liquidations, in which the basis of the assets 
of a component corporation is adjusted and 
in which statutory mergers or consolidations 
are treated as intercorporate liquidations. 


In further carrying out the purpose of 
properly determining excess profits, Con- 
gress, in providing for the combining or 
dividing of earnings experience, provided a 
general limitation against double counting 


in Section 462 (j) (1). 


The Section 462 (j) (1) limitation applies 
to general average base period net income, 
the growth formula, the relief sections, base 
period capital addition, and net capital addi- 
tion and reduction for taxable years. 


The Finance Committee report® states: 


“In order to prevent double counting of 
base period earnings experience in applying 
the recomputation rules provided by Part II, 
the Secretary is authorized to issue regula- 
tions providing for reduction of the average 
base period net income of the taxpayer and 
adjustments of transferred capital additions 
and reductions to the extent necessary in 
cases where, in general, the taxpayer ac- 
quired stock in a component corporation 
for other than its own stock. This provi- 
sion is carried over from the World War II 
law and serves to prevent a taxpayer using 
assets which have had a base period earnings 
experience in its hands from purchasing 
stock of a corporation holding other assets 
which have similarly had a base period earn- 
ings experience and subsequently acquiring 
that latter experience by reason of a part II 
transaction. The situations where the possi- 
bility of double counting may arise are 
complex. Certain cases have been brought 
to the attention of your committee, where, 


5S. Rept. 2679, 8lst Cong., 2d Sess., 1951-1 
CB 240. 
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despite the complexity of the facts, it would 
appear that double counting was not involved. 
In view of the difficulty of this question, 
however, the matter can only be determined 
in accordance with regulations.” 


The purpose of Section 462 (j) (1), as 
stated by the Finance Committee, is directed 
only against double counting for credit pur- 
poses. The language of the section itself 
appears to be so limited. 


Section 462 (j) (1) provides that where, 
after December 31, 1945, a taxpayer corpo- 
ration acquires stock in another corporation 
which later becomes a component corpora- 
tion of taxpayer corporation, then, to the 
extent that the consideration for such acqui- 
sition was not the taxpayer’s own stock, the 
average base period net income of the 
acquiring corporation shall be reduced and 
the transferred capital addition and capital 
reduction adjusted in respect of the income 
and capital addition and reduction of the 
component, in such amounts and in such 
manner as shall be determined in accordance 
with regulations prescribed by the Secretary. 


Regulations 130, Section 40.462-10 states 
that the subsection contemplates that after 
the Part II transaction, the excess profits 
net income of the component attributable 
to the acquired stock prior to the acquisition 
of the component stock, shall be excluded 
in determining the acquiring corporation’s 
base period net income. But it goes on to 
state that, except to the extent that dupli- 
cation of the earnings experience occurs, 
(i) no adjustment is necessary where stock 
of the component is acquired directly from 
the component (no assets go outside the 
group), or (ii) where stock of the compo- 
nent is acquired through “a bona fide long- 
term increase in the capital structure of 
the acquiring corporation made in conjunc- 
tion with and for the purpose of such acqui- 
sition, and where it is established to the 
satisfaction of the Commissioner that the 
transaction is not in pursuance of a plan 
having as-one of its principal purposes the 
avoidance of federal income or excess profits 
tax. A bona fide long-term increase in capi- 
tal structure within the meaning of this 
subparagraph (whether an increase in equity 
capital or in borrowed capital as defined in 
Section 439 (b) shall be deemed to have 
occurred only to the extent that such in- 
crease is reflected in the capital structure 


® Code Sec. 461(a). 

‘*(a) ACQUIRING CORPORATION.—1'he nae 
‘acquiring corporation’ means— 

(1) A corporation which has acquired— 

(A) substantially all the properties of another 
corporation and the whole or a part of the 
consideration for the transfer of such properties 


throughout the period beginning with the 
time such increase is originally made and 
ending with the close of the taxable year 
for which the tax is computed.” The Regu- 
lations call for the elimination of credit 
based upon the increase in equity capital or 
borrowed capital attributable to the stock 
acquisition, otherwise a duplication might 
result. 


Section 462 (j) (1) and the regulations 
thereunder, following the intention expressed 
in the Congressional Committee Reports 
do not attempt to place the acquiring cor- 
poration in the position of a new investor 
where the transaction is a Part II trans- 
action. To be a Part II transaction, within 
the definitions, there must be a certain con- 
tinuity of interest entitling the acquiring 
corporation to the benefit of the earnings 
experience of the component. To deprive 
such an acquiring corporation of the benefit 
of the component’s earnings experience, 
apart from double counting, appears to be 
clearly outside the policy of Congress. 


Section 462 (j) (1) frequently poses prob- 
lems in connection with Part II transactions 
consisting of complete liquidations of sub- 
sidiaries previously acquired by the purchas- 
ing of stock for cash in whole or in part. 
Its application is not to be confused with one 
of the other important problems in connec- 
tion with such transactions, namely, as to 
whether Section 112 (b) (6) applies at all 
to the transaction. 


Further consolidated returns possibilities 
and results are pertinent and very important. 
Incidentally, the combination of the pro- 
visions of Part II and consolidated returns 
regulations are the high point of complexity 
reached by man. 


Transactions Covered by the Policy 
of Part Il 


In Part II, the transactions covered are 
defined with considerable particularity with 
important differences between types of trans- 
actions.® The detail of the provisions cer- 
tainly limits the practical importance of 
such considerations as purpose and equity. 


The Part II transactions defined in Sec- 
tion 461 are not merely included transac- 
tions—they are the only Part II transactions. 
They may occur during or, with some ex- 


is the transfer to such other corporation of all 
the stock of all classes (except qualifying shares) 
of the corporation which has acquired such prop- 
erties, or 

(B) substantially all the properties of another 
corporation and the sole consideration for the 
transfer of such properties is the transfer to 
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ceptions, any time after the base period. 
They all involve transfers of properties, 
that is, there is no shift of income credit 
unless properties are transferred. 


In general, they are transactions of a 
kind as to continuity of interest which 
Congress has made tax-free in whole, or 
in part (in certain cases of “boot”), under 
Section 112 of the Code. As to some of the 
transactions, it is expressly required that 
they be transactions as to which Section 
112 applies. In the case of complete liquida- 
tions it is stated that Section 112 must 
apply and that they must be tax free. These 
requirements, coupled with the philosophy 
of Part II, are important in connection with 
many cases where, for income tax purposes, 
there is doubt whether Section 112 applies. 


Part Il in Action 


As noted before, Part II is concerned 
with acquisitions of property. As to trans- 
actions that have already been carried out, 
the application of Part II is often laborious 
and difficult. However, it is proposed trans- 
actions that require the highest degree of 
planning and judging of questions. 


(Footnote 6 continued) 

such other corporation of voting stock of the 
corporation which has acquired such proper- 
ties, or 

(C) before December 1, 1950, properties of 
another corporation solely as paid-in surplus or 
a contribution to capital in respect of voting 
stock owned by such: éther corporation, or 

(D) substantially all the properties of a part- 
nership in an exchange to which section 112(b) 
(5), or so much of section 112 (c) or (e) as 
refers to section 112 (b)(5) is applicable [, or] 

(E) properties either from one or more cor- 
porations or from one or more partnerships or 
from one or more corporations and one or more 
partnerships, other than from a corporation 
exempt under section 101, in an exchange, not 
otherwise described in this subsection, to which 
section 112(b)(4) or (5), or so much of section 
112(c) or (e) as refers to section 112(b)(4) or 
(5), is applicable. 

For the purpose of subparagraphs (B) and (C) 
in determining whether such voting stock or 
such paid-in surplus or contribution to capital 
is the sole consideration, the assumption by the 
acquiring corporation of a liability of the other, 
or the fact that property acquired is subject 
to a liability, shall be disregarded. Subpara- 
graph (C) shall apply only if the corporation 
transferring such properties is forthwith com- 
pletely liquidated in pursuance of the plan un- 
der which the acquisition is made, and the 
transaction of which the acquisition is a part 
has the effect of a statutory merger or con- 
solidation. 


(2) A corporation which has acquired prop- 
erty from another corporation in a transaction 
with respect to which gain or loss was not 
recognized under section 112(b)(6); 


(3) A corporation the result of a statutory 
merger of two or more corporations; or 
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In many respects Part II is expressly 
tied to income tax provisions such as recog- 
nition of gain or loss, and the entire excess 
profits tax structure is based upon, and 
begins with normal tax income. 


Particularly in connection with Part IT, 
there is a close kinship between the nature 
of the controversy in many income tax 
problems and the philosophy of the excess 
profits tax provisions to determine and tax 
true excess profits due to the increased 
tempo of the economy. These are the prob- 
lems of “form and substance,” “what really 
happened,” “end results,” “intent of parties,” 
“business purpose,” “piercing the corporate 
veil,” “avoidance or evasion,” “intention and 
purpose of Congress,” and the like. 


When thinking of Part II in action, it 
must be remembered that the biggest tax 
in action is the income tax at 52 per cent 
of net income as compared with excess 
profits tax of not more than 18 per cent of 
entire excess profits net income (before 
credits and other adjustments). Moreover, 
while we have reasonable hope that the 
excess profits tax will be terminated some 
day, it is certain that the income tax will 
go marching on and on at high rates. Even 


(4) A corporation the result of a statutory 
consolidation of two or more corporations.”’ 

Note that Sec. 112(b)(5) relates to transfers 
to a corporation controlled by the transferor 
in a reorganization and that Sec. 112(b)(4) 
provides that no gain or loss shall be recognized 
if a corporation exchanges property for stock 
or securities of another corporation in a reorgan- 
ization. Reorganization is defined in Sec. 112 
as follows: 

(g)(1) — ‘‘The term ‘reorganization’ means 
(A) a statutory merger or consolidation, or 
(B) the acquisition by one corporation, in ex- 
change solely for all or a part of its voting 
stock, of at least 80 per centum of the voting 
stock and at least 80 per centum of the total 
number of shares of all other classes of stock 
of another corporation, or (C) the acquisition 
by one corporation, in exchange solely for all 
or a part of its voting stock, of substantially all 
the properties of another corporation, but in 
determining whether the exchange is solely for 
voting stock the assumption by the acquiring’ 
corporation of a liability of the other, or the 
fact that property acquired is subject to a 
liability, shall be disregarded, or (D) a trans- 
fer by a corporation of all or a part of its 
assets to another corporation if immediately 
after the transfer the transferor or its share- 
holders or both are in control of the corpora- 
tion to which the assets are transferred, or 
(E) a recapitulation, or (F) a mere change in 
identity, form or place of organization, however 
effected. 


(h) —‘‘Definition of Control.—As used in this 
section the term ‘control’ means the ownership 
of stock possessing at least 80 per centum of 
the total combined voting power of all classes 
of stock entitled to vote and at least 80 per 
centum of the total number of shares of all 
other classes of stock of the corporation.” 
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while both taxes continue in force, in times 
of declining income a corporation will tend 
to drop out of excess profits tax while the 
income tax burden will continue‘so long as 
a corporation has any net income. 


Case 1.—To illustrate some of the prob- 
lems, assume first a simple situation with 
a simple answer. A group of individuals 
on September 1, 1952, organize a corpora- 
tion called A, to purchase all of the out- 
standing stock of a corporation called C 
from the stockholders of C. C corporation 
has a high excess profits credit based on 
income and a basis on its depreciable assets 
as high as their indicated market value. It 
is contemplated that C will need additional 
capital for its business and will have no 
Section 102 problem. It is contemplated 
that A will not take dividends out of C, 
but if it does so, the amounts will probably 
not exceed A’s interest expense for income 
tax purposes. It is also contemplated that 
A will acquire other business and wish to 
keep the assets of the businesses separate 
in subsidiaries. The individuals pay into 
A $1 million for its capital stock. A pur- 
chases the stock of C from its stockholders 
in consideration of $800,000 in cash and 
$700,000 in notes. Under the circumstances 
no liquidation of C is planned and none 
occurs. No shift of properties has occurred. 
Neither the excess-profits-tax liability nor 
excess-profits-tax credit of C has been af- 


fected by the change in ownership of its 
stock. 


Case 2.—Assume the same set of facts 
as in the above illustration and further that 
after the passage of time and events the 
plans for A to acquire a separate business 
are abandoned, thus eliminating part of the 
reason for keeping C as an operating cor- 
poration, or that with the passage of time, 
A has opportunity to refinance its notes if 
it holds all of the operating assets. Assume 
that C is completely liquidated into A, 
November 30, 1952, in a transaction carried 
out in accordance with the express require- 
ments of Section 112 (b) (6) of the Code. 
Assume both corporations have a fiscal year 
ending March 31. Under these circumstances 
the complete liquidation would constitute a 
Part II transaction under Section 112 (b) 
(6) of the Code. Sections 461-462 of the 
Code provide that the excess profits tax 
liability of C corporation will be based on 
its full year excess profits tax credit on the 
earnings method to be applied against its 
income in annualization (Regulations 130, 
Section 40.461-3 (b) (2)). Corporation A, 
organized September 1, for its taxable year 
ending March 31, 1953, would be entitled 
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to approximately 4/7 (ratio of months after 
the Part II transaction to the total number 
of months in the taxable year of the acquir- 
ing corporation) of the excess profits tax 
credit of C corporation (Regulations 130, 
Section 462-11 (a)). Corporation A would 
receive no benefit from amounts paid in for 
its stock and notes, except to the extent 
that the money paid in for the stock or 
notes of A corporation has not been used 
for the purchase of stock of C corporation 
(Regulations 130, Section 40.463-1 (c) (8)). 
Incomes of both C and A corporations 
would have to be annualized for excess 
profits tax purposes. If C corporation 
for the period prior to November 30 and 
A corporation for the period subsequent to 
November 30 both have adjusted excess 
profits net income, there will be no disad- 
vantage from annualization. The total ex- 
cess profits tax of the two corporations 
will be approximately the same as though 
the liquidation had not occurred. 


Case 3 (with variations).—Assume the 
same set of facts except that at the time A 
acquired the stock of C, there was evident 
reason for A to acquire the assets rather 
than the stock of C, nothing to show a plan 
to continue C as the holder and operator of 
its assets and business, and further that in 
accordance with the express provisions of 
Section 112 (b) (6), C was completely liqui- 
dated into A. This assumed set of facts 
raises the question whether the liquidation 
was covered at all by Section 112 (b) (6) 
of the Code, or, stated another way, whether 
A will be treated as having purchased the 
assets of C. If the transaction is treated as 
a purchase of the assets of C by A, Part II 
does not apply, A would not acquire any 
part of the earnings credit of C, and A 
would have a tax basis on the acquired 
assets aggregating the total of the purchase 
price. Such treatment is a real possibility 
in the light of Koppers Coal Company (CCH 
Dec. 15,179, 6 TC 1209); Ashland Oil & 
Refining Company (CCH Dec. 8993, 32 BTA 
777, rev'd, 38-2 ustc J 9580, 99 F. (2d) 588, 
cert. den. 306 U. S. 661); and Kimbell-Dia- 
mond Milling Company (CCH Dec. 17,454, 
14 TC 74, aff’d 51-1 ustc J 9201, 187 F. (2d) 
718, cert. den. 342 U. S. 827). 

In the Koppers Coal Company case, the 
Tax Court stated: 


“There seems to be no doubt that, if 
these several transactions were in fact 
merely steps in carrying out one definite 
preconceived purpose, the object sought 
and obtained must govern and the integrated 
steps used in effecting the desired result 
may not be treated separately for tax pur- 
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poses either at the instance of the taxpayer 
or the taxing authority, or by agreement 
between both. This is only an appli- 
cation of the general rule that taxation is a 
practical matter dealing not with mere form, 
but with realities.” 


In the Kimbell-Diamond Milling Company 
case, the Tax Court stated: 


“It is well settled that the incidence of 
taxation depends upon the substance of a 
transaction. Commissioner v. Court Holding 
Co., 324 U. S. 331. It is inescapable from 
petitioner’s minutes set out above and from 
the ‘Agreement and Program of Complete 
Liquidation’ entered into between petitioner 
and Whaley, that the only intention peti- 
tioner ever had was to acquire Whaley’s 
assets.” 


Suppese, however, some differences in the 
facts. The excess profits tax may be the 
lesser part of the problem. In the above 
assumed facts, C had a very desirable ex- 
cess profits credit on the income basis and 
its adjusted basis on its assets was approxi- 
mately the same as their indicated market 
value. However, if the purchase price of 
the stock were much higher than C’s ad- 
justed cost on its assets, the most important 
objective might be to obtain a stepped-up 
basis on the assets in A equal to the pur- 
chase price in order to secure the resulting 
benefits from a higher cost for depreciation 
and for the computation of gain or loss for 
purposes of the probably permanent income 
tax and also for the computation of excess 
profits net income so long as there is an 
excess profits tax. The biggest tax is the 
income tax. Further, the excess profits 
credit of A on the invested capital basis 
may be nearly as good as, or even better 
than, the credit based on income depending 
on the facts. Conceivably, corporation A 
may strongly desire to have the purchase 
of stock and the subsequent liquidation 
treated as simply a purchase of assets. In 
a close case the decision on the choice of 
plan may depend upon the power of prophecy 
as to tHe duration of the excess profits tax. 


Suppose under the same general fact situ- 
ation that the net advantage is in favor of 
a Part II transaction to preserve C’s excess 
profits credit based on income. Could the 
result be obtained by merging C into A? 
The figures would work out satisfactorily 
provided the transaction be treated as a 
merger for the purposes of the provisions 
of the Code. Part II includes, among the 
Part II transactions, the statutory merger or 
consolidation of two or more corporations. 
As to such statutory mergers and consoli- 
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dations the definition does not expressly 
require that Section 112 of the Code apply 
or that the transactions be tax free. How- 
ever, it is to be doubted that a merger will 
qualify as a Part II transaction merely 
because it happens to be statutory. The 
definitions contained in Section 112 literally 
require only a statutory merger or consoli- 
dation, yet in Southwest Natural Gas Com- 
pany v. Commissioner (CCH Dec. 17,455, 
14 TC 81) promulgated January 27, 1950 
(aff'd 51-1 ustc § 9340, 189 F. (2d) 332, 
cert. den. 342 U. S. 860), it was held that a 
statutory merger in which corporation A 
acquired all of the assets of corporation B 
in exchange for 16.4 per cent of A’s common 
stock, a certain amount of A’s bonds and 
cash and assumption of B’s liabilities, did 
not constitute a tax-free reorganization be- 
cause it did not meet the test of the “con- 
tinuity of interest” doctrine. The transac- 
tion was treated as a purchase of the assets 
of B. This type of limitation of the words 
of the statute goes all the way back to 
Pinellas Ice & Cold Storage Company v. 
Commissioner (3 ustc § 1023, 287 U. S. 
462). It may be argued that where the 
stock of a corporation is acquired in order 
to obtain its assets and it is subsequently 
merged into the acquiring corporation, the 
Koppers principle should apply. This is a 
possibility that should be considered in the 
light of the facts. 


Further pursuing the problem, could the 
objective be accomplished by merging A 
into C? The results would be satisfactory 
provided the transaction be treated as a 
merger within the meaning of Part III. 
Even under the broad principles of the cases 
applying the Koppers principle and such 
cases as Gregory v. Helvering (35-1 ustc 
7 9043, 293 U. S. 465) it is difficult to un- 
derstand how C could be treated as having 
been liquidated or as having otherwise 
transferred its assets. The assets remain in 
C. In considering the possibilities it is to be 
noted that in Part III, mergers or consoli- 
dations are treated as intercorporate liqui- 
dations and the emerging corporation is 
treated as though it had been the owner 
of the intercorporate stock for purposes of 
base period capital change and net capital 
addition or reduction. However, this still 
leaves C as the corporation which owned 
the properties and had the credit both before 
and after the merger. To treat C as though 
it had sold its assets would require an 
extreme reconstruction of the facts. If 
such a merger of A into C is treated as a 
Part II transaction, the results would be 
very different from the results of a liqui- 


1021 














dation of C into A, with the difference in 
facts being only of a technical sort. Per- 
haps this latter observation tends to show 
not that the Koppers result should apply to 
such a merger, but rather that the decisions 
in such cases as the Koppers case are un- 
sound in principle. 





A Critique of Relief 
Under the Excess Profits Tax 


By J. W. VAN GORKOM, Attorney and CPA 


The foregoing illustrations are merely 
suggestive of the type of question that must 
be considered and that is most difficult in 
planning proposed transactions. The phi- 
losophy or purpose of Part II to fairly 
determine true excess profits may tend to 
stimulate such questions. 


[The End] 












Arthur Andersen & Company 


Chicago 


HE excess profits tax is levied on that 

part of the earnings of corporations 
which is deemed to be in excess of the 
amount they might reasonably have expect- 
ed to earn without the advent of the Korean 
war. As one measure of this so-called 
“normal” amount of earnings, Congress 
selected the income of certain base years, 
namely, 1946 to 1949. However, it was 
known when these years were selected that 
they would not be normal for all taxpayers. 
Therefore, some exceptions had to be pro- 
vided. 


When Congress faced this same problem 
in World War I, it responded with Sec- 
tion 722. That section set forth, in general 
terms, various broad factors that would be 
considered abnormalities in the base period. 
However, no taxpayer could obtain relief 
unless it could establish that its base period 
net income was an inadequate standard of 
normal earnings. Such a requirement was 
logical and in complete accord with the phil- 
osophy of the relief provisions. 


The administration of Section 722 proved 
to be extremely difficult for both taxpayers 
and the Bureau of Internal Revenue. To 
present and prosecute a claim under the 
section usually meant a compléte analysis 
of the taxpayer’s business, together with an 
appraisal of his place in the industry, an 
estimate of the effect of the economic and 
social forces which might have influenced 


it and the compilation of statistics, graphs 
and charts under a dozen different hypo- 
theses. Nearly 60,000 claims were filed un- 
der this provision, and, even though many 
of them were no more than nuisance claims, 
eight years of work by the Bureau has still 
left 100 or 200 of the largest cases unsettled. 
In addition, the Tax Court docket is loaded 
with 722 cases waiting for trial. 


With this background, it is not surprising 
that the Bureau was appalled in 1950 at 
the thought of a re-enactment of Section 722 
as a part of the new excess profits tax law. 
The committee reports indicate that Con- 
gress was fully informed of the administra- 
tive difficulties encountered under Section 
722 and was greatly influenced thereby. 
The relief provisions that were eventually 
adopted have based both qualification for 
relief and reconstruction of a_ substitute 
base income on rigid formulae. Jhis ap- 
proach has avoided many of the problems 
encountered under Section 722, but it has 
also resulted in the granting of relief on an 
illogical and inequitable basis. 


The writer fully understands and sym- 
pathizes with the Bureau’s problems under 
Section 722, but he respectfully contends 
that Congress should not have permitted 
such considerations to mold the law. The 
avowed goal of relief provisions is not 
administrative simplicity; it is equitable dis- 
tribution of the incidence of the excess 
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profits tax. By reducing the relief provi- 
sions to mere mathematical formulae, the 
legislators may have reduced administrative 
expenses and thereby have saved money 
for taxpayers as a whole, but they have 
done so at the expense of the relatively 
few taxpayers who are equitably entitled 
to relief but who cannot meet the inflexible 
formulae of the law. Furthermore, they 
have granted relief to other taxpayers who 
are totally undeserving. 


QUALIFYING FOR RELIEF 


The successors to Section 722 are Sec- 
tions 442 to 446, inclusive. Each of these 
sections contains a different method by 
which the taxpayer can “qualify” for relief. 
Each section also contains a method of com- 
puting the amount of the relief. Discus- 
sion herein will first be directed to the 
qualifying factors of each of the sections, 
and the analysis of the computation of the 
amount of relief will follow. 


Section 443 


Section 443 will grant relief to a cor- 
poration that is able to show that (a) it 
made a change in products or services 
furnished within the last 36 months of the 


base period and (b) within three years of 
the year of change, 40 per cent of its gross 
income or 33 per cent of its net income 
resulted from such new products. 


It is obvious from requirement (b) that 
the phrase “change in products or services” 
cannot be taken literally. It must be re- 
stricted to a situation in which new prod- 
ucts have been added. The dropping of an 
unprofitable item will apparently not qualify. 
Section 722 (b) (4) permitted qualification 
for “a difference in the products or services 
furnished,” but this was a part of the generic 
term “a change in the character of the 
business,” and the dropping of a product 


or service was a qualifying factor under 
the old law.* 


Consider the actual case of the mer- 
chandising corporation which handled 1,500 
items in 1946, 1947 and 1948. It sustained 
substantial losses in those years, and in 
1949 it dropped 1,200 items and concentrated 
on 300 staples. The year 1949 showed a 
satisfactory profit and clearly indicated that 
the company could expect to earn more in 
future years than it had during the base 
period. Yet this company can obtain no 


1 Regs. 112. Sec. 35,722-3 (d) (2). 
2 CCH Dec. 15,749, 8 TC 928 (1947). 
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relief under Section 443. Is there any 
logical reason for withholding relief in 
such a situation while granting it to a 
company which introduced a new product? 
Is not the base period an improper mea- 
sure of normal earnings for both? 


What will be considered a “new” prod- 
uct? On this question we have the benefit 
of three Tax Court cases which seem fairly 
liberal. In Lamar Creamery Company, Inc.* 
a dairy qualified for relief by adding an 
ice cream mix to its line of products. It 
had actually sold this same product for 
sometime, but only as a convenience to 
some of its customers. It now began ac- 
tively seeking orders for the mix, and 
the court held that this constituted the 
adoption of a new product. In 7-Up Fort 
Worth Company, Inc.’ the bottler of 7-Up 
obtained the right to bottle an orange drink 
and thereby qualified under the “new prod- 
uct” section of the law. A manufacturer 
of wines qualified by adding a beverage 
brandy to his line of products in Beringer 
Brothers, Inc. and also succeeded in obtain- 
ing relief. 


Adding a new product is only half the 
battle, however. The basic premise of relief 
is that the net income of the base period 
is not an adequate measure of normal earn- 
ings. Merely adding a new product does 
not automatically increase your income. 
Under Section 722 you were also required 
to show that you would have made money 
on the product and would thereby have 
increased your income potential. With this 
in mind, one of the first drafts of the Ex- 
cess Profits Tax Act required that 33 per 
cent of the company’s net income be at- 
tributable to the new product within three 
years of the year in which the product 
was introduced. It was realized by Con- 
gress, however, that it may be difficult from 
an accounting view to compute the net 
income attributable to one of several prod- 
ucts. Therefore, an alternative was per- 
mitted in the form of 40 per cent of gross 
income. This was an illogical compromise. 
A corporation can now qualify if it intro- 
duces a product in 1948 and attains 40 per 
cent of its gross income therefrom in 1949, 
even if the product is not a profitable one 
and even though the new product was dis- 
continued at the end of 1949 because of its 
unprofitable nature. 


The worst kind of inequity could arise, 
however, in the case of the company that 
introduced a new product which accounts 


3 CCH Dec. 15,551, 8 TC 52 (1947). 
*CCH Dec. 19,059, 18 TC —, No. 73 (1952). 
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for 38 per cent of its gross income. Such 
a corporation would receive no relief what- 
soever. However, a competing corporation 
which introduced the same item and was 
able to attribute 41 per cent of its gross 
income to the new product would qualify 
for full relief. The writer respectfully sub- 
mits that a few percentage points should 
never spell the difference between total 
relief and no relief at all. Relief cannot be 
allocated on a black or white basis. 


Section 444 


A corporation can also qualify for relief 
by increasing its “capacity for production 
or operation” within the last 36 months of 
the base period. To meet the requirements 
of this section a company must establish 
that within such 36 months it did one of 
the following: (a) increased its capacity 
100 per cent; (b) increased its capacity 50 
per cent and increased its basis in “facilities” 
by 50 per cent or (c) increased its basis 
in “facilities” 100 per cent. 


Here, again, we have a rigid mathematical 
formula which grants total relief or none 
at all on the basis of percentages. It is 
agreed that the taxpayer corporation which 
increases its capacity by 100 per cent should 
obtain greater relief than one which in- 
creases it only 95 per cent, but is it 
equitable to say that the company which 


increases its capacity by 95 per cent should 
receive no relief at all? 


Not only is the section inequitable, but 
it is also illogical. In appraising any relief 
section it must be borne in mind that the 
basic principle upon which relief is based 
is that the net income of the base period 
is an inadequate measure of normal earn- 
ings. Section 444 apparently proceeds on 
the premise that by increasing its capacity 
a corporation increases its income potential. 
However, this thesis was refuted by the 
Tax Court in National Grinding Wheel Com- 
pany. There, the company established an 
increase in capacity under Section 722, but 
it was denied relief because it could not 
prove that it could have sold its increased 
production. This may seem harsh, but it is 
perfectly logical. You increase your income 
by selling more of your product at a profit, 
not by merely manufacturing the product. 

It may be that Congress wished to relax 
the stringent rule developed in National 
Grinding Wheel. If so, it went much further 
than reason would dictate, because under 
the present law it is not even necessary 


5 CCH Dec. 15,854, 8 TC 1278 (1947). 
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actually to increase your productive capacity. 
Section 444 qualifies you for relief if you 
have effected a 100 per cent increase in the 
tax cost basis of your “facilities.” The 
word “facilities” is described as consisting 
of “real property and depreciable tangible 
property, held by the taxpayer in good 
faith for the purposes of the business.” 
This description is so broad that it easily 
includes property which is not concerned 
with productive capacity at all. Thus, to 
the assumption that an increase in capacity 
is equivalent to an increase in income, the 
law adds a second assumption to the effect 
that an increase in the basis of facilities 
is equivalent to an increase in capacity. 
How far this double assumption has re- 
moved the law from the original, basic, 
income premise is seen in the following 
actual case. 


The XYZ corporation had a factory 
building which was 50 years old and had a 
depreciated basis on its books of only 
$100,000, which represented about 15 per 
cent of its original cost. In this factory were 
75 machines which actually accounted for 
the taxpayer’s production. In 1949 the com- 
pany constructed a new factory building at 
a cost of $2 million and moved its 75 machines 
to that building. The corporation’s actual 
productive capacity was increased only 
nominally, if at all, but it qualified for relief 
under Section 444 because the money in- 
vested in the factory building resulted in a 
100 per cent increase in its basis in total 
facilities. Yet the XYZ corporation, on 
December 31, 1949, had no reason to expect 
that its earnings in future years would be 
any higher merely because it had built a 
new plant. Indeed, a higher depreciation 
charge on the new building would probably 
reduce its net earnings. 


In another actual case a corporation en- 
gaged in millwork replaced virtually all of 
its machines during the latter part of the 
base period. This produced no significant 
increase in real productive capacity, but it 
qualified the company for relief because 
the inflated dollar cost of the new machines, 
when compared to the depreciated cost of 
the old ones, resulted in a 100 per cent 
increase in the cost basis of its facilities. 


How can these cases be reconciled with 
that of the company which is denied relief 
even though it had a real increase in capa- 
city of 75 per cent and an increase in cost 
basis in its facilities of 45 per cent? Can 
such inequitable treatment be justified on 
the ground that it reduces administrative 
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costs for both the government and the 
taxpayer? Obviously, the taxpayer who 
falls a few percentage points short of 
qualifying would prefer the vagaries and 
high costs of Section 722. 


Section 445 


Section 445 grants relief to any cor- 
poration which began business after the 
beginning of the base period. To qualify, 
however, the corporation must represent 
a truly “new” business. It will be ineligible 
for relief if it is merely a continuation of an 
established enterprise under a new cor- 
porate form. This limitation is obviously 
necessary to prevent old businesses from 
transferring their assets to a newly formed 
corporation and thereby obtaining the bene- 
fits of Section 445. The restrictions are 
broad enough to cover the incorporation of 
a partnership, the liquidation of a corpora- 
tion and the transfer of its assets by the 
stockholders to a new corporation, and 
similar transactions. In all of such cases 
the new corporation is considered to have 
been in existence during the life of the 
business whose assets it obtains. 


Section 446 


Section 446 grants relief to those cor- 
porations which were members of an in- 
dustry which was depressed during the 
base period. An industry is considered 
depressed if its rate of return for the years 
1946 through 1948 was less than 63 per cent 
of its rate of return for the years 1938 
through 1948. : 


Again we have qualification reduced to 
a mathematical formula, but while objec- 
tion has been made herein to the use of 
formulas in Sections 443 and 444, it is dif- 
ficult to object to such a method in this 


area. Under the predecessor subsections 
of Section 722, it was virtually impossible 
to establish an industry case. The degree 
of proof demanded by the Bureau was 
abnormally high, because it was realized 
that if one taxpayer obtained relief under 
Section 722 (b) (3) or the latter half of 
722 (b) (2), all other members of the same 
industry would immediately qualify for 
relief. Furthermore, the amount of work 
necessary to gather sufficient industry data 
and properly present it was frequently 
so tremendous as to nullify the value of 
the section for all but the largest tax- 
payers. It is probably significant that no 
taxpayer has ever obtained relief from the 
Tax Court in an industry case. Since it 
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would be unrealistic to expect a more liberal 
interpretation under a re-enactment of Sec- 
tions 722 (b) (2) and 722 (b) (3), the 
formulated relief is probably a satisfactory, 
practical solution. 


Wnder Section 446, if a company wishes 
to learn whether it qualifies for relief, it 
need only look at Section 40.446-2 (c) of 
Regulations 130, and, if it finds listed in 
that section the name of the industry from 
which it draws more than 50 per cent of 
its gross receipts, it is automatically en- 
titled to relief. 


Section 442 


Section 442 is discussed last because it 
is the only general relief section. It grants 
relief if a taxpayer can establish that during 
the base period (1) its normal production 
or operation was interrupted or diminished 
by events which are unusual and peculiar 
or (2) its business was depressed by tempo- 
rary economic circumstances. These two 
qualifying factors appeared in almost identical 
language in subsections (b) (1) and (b) (2) 
of Section 722. 


The first part of Section 442 deals with 
an interruption or diminution of produc- 
tion. Of course, not every interruption or 
diminution will av‘omatically qualify a tax- 
payer for relief. The Regulations require 
that it be “significant and not trivial.” In 
determining whether a particular interrup- 
tion or diminution is significant, the Bureau 
will undoubtedly have in mind the basic 
premise that relief is required only when 
the base period net income is an inadequate 
measure of normal earnings. Therefore, to 
be significant, the interruption or diminution 
must reduce the taxpayer’s income for the 
year or years in which it occurs. 


To illustrate, under Section 722 (b) (1), 
the wording of which was identical with 
that of Section 442 (a) (1), it was common 
for taxpayers to claim relief because of a 
strike that interrupted production for a 
substantial period of time. In those cases, 
however, the Bureau invariably took the 
position that the loss of production was not 
tantamount to a loss of income. Conse- 
quently, the corporation had to prove that 
it could have sold the production that it 
lost. Back ordets that remained unfilled 
were very helpful. On the other hand, if a 
company did not operate at capacity for the 
rest of the year following the strike, it 
would be deemed to be prima-facie evidence 
that it lost nothing by the interruption. 
There is no reason to expect a different 
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approach by the Bureau under the present 
law, and, in reality, such an interpretation 
is fully in accord with the fundamental 
philosophy of relief. ‘ 


The “unusual and peculiar” events re- 
ferred to are generally considered t@ be 
physical events and, therefore, quite sus- 
ceptible of proof. The difficulty will arise 
when the taxpayer attempts to relate the 
interruption or diminution to a loss of 
income. 


A taxpayer can also qualify under Section 
442 by establishing that in one or more base 
years its business was “depressed because 
of temporary economic circumstances.” For 
practical purposes, this wording is identical 
with that of the first part of Section 
722 (b) (2). 


The Regulations are silent as to the mean- 
ing of the word “depressed.” Certainly the 
earnings of a year under scrutiny will have 
to be below the industry average or no 
relief will be obtained, even if qualification 
is admitted. This is due to the statutory 
method of reconstruction which is discussed 
later herein. Section 446 defines a “de- 
pressed industry,” and it may be that the 
Bureau will use the formula in Section 446 
as an aid to Section 442. 


The depression must be caused by “tempo- 
rary economic circumstances.” The word 
“temporary” can be a real obstacle in some 
cases. Under Section 722 the Bureau adopted 
the position that certain industries in this 
country were permanently depressed. Rail- 
road supply companies, segments of the 
textile and coal industries, and others can 
expect to meet the same argument under 
the present law. 


What is an “economic circumstance” 
within the ambit of Section 442? From 
the decision of the Tax Court in Dyer 
Engineers, Inc.,° it would appear that the 
term is rather broad and inclusive. In that 
case the taxpayer was engaged in installing 
wage-incentive programs. During the base 
years the labor unions were actively an- 
tagonistic toward such systems, and the 
taxpayer’s business was adversely affected 
by this attitude. The corporation obtained 
relief under Section 722 (b) (2), which 
means that the court held that the an- 
tagonism of labor unions constituted an 
economic circumstance. 


This broad interpretation of the phrase 
“temporary economic circumstance,” coupled 


*CCH Dec. 16,477, 10 TC 1265 (1948). 
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with the fact that Section 442 is the only 
relief section that is stated in general terms, 
will encourage some taxpayers to file claims 
under Section 442 which would formerly 
have been filed under Section 722 (b) (4). 
This subsection of the old law granted 
relief to a taxpayer that “changed the char- 
acter of the business,” and it defined a 
change in character as including the fol- 
lowing: (1) a difference in the products 
or services; (2) a difference in the capacity; 
(3) a change in the operation or management. 


Numbers (1) and (2) were succeeded by 
Sections 443 and 444, but there is no present 
counterpart of number (3). Consequently, 
taxpayers which experienced a change in 
management during the years 1946 through 
1949 are filing claims for relief under Sec- 
tion 442, because it is the only section which 
offers them hope. This is also true of 
corporations which eliminated an unprofit- 
able product or products in the base period 
or which changed their method of opera- 
tion by, for example, selling direct to re- 
tailers instead of dealing through jobbers. 
In other words, those taxpayers for which 
the base period is not an adequate measure 
of normal earnings but which cannot meet 
the narrow, formulated requirements of the 
present relief sections will have to file under 
Section 442 as a last resort. 


In the writer’s opinion, the vast majority 
of these are doomed to failure. Under the 
old law, the Bureau always took an ex- 
tremely narrow view of claims founded on 
a change in management. Such a change 
usually would not qualify for relief unless 
the new management introduced changes in 
the operations which were’ themselves 
qualifying factors, such as an increase in 
capacity, etc. Added to this is the fact 
that the committee reports state that a 
change in management was deliberately 
omitted from the law as a specific qualifica- 
tion for relief." This was probably in re- 
sponse to Bureau pressure, but, whether 
it was or not, it is probably sufficient to 
prevent a taxpayer from obtaining relief 
under Section 442 for a change in management. 


The same is probably true of a change in 
operations. The dropping of an unprofitable 
item has already been discussed herein, 
and, since that was specifically denied by 
the present Regulations as a ground for 
relief under Section 443, it is very doubtful 
that the Bureau would accept it as a quali- 
fication under Section 442. In fact, almost 
any change in the operations which is a 


™ Page 20 of Report No. 3142 cf the House of 
Representatives accompanying H. B. No. 9827. 
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result of a management decision can expect 
to be summarily dismissed as not being an 
economic circumstance. Such changes did 
not qualify under the old law as economic 
circumstances, and they will not be con- 
sidered such now merely because there is 
no other relief section under which they 
can more properly be classified. The gen- 
eral legislative plan is apparently designed 
to deny relief for those portions of sub- 
section 722 (b) (4) which proved difficult 
to administer, even though it may result 
in inequitable treatment for taxpayers. 


Brief mention should be made of that 
unfortunate corporation, the multiple-qual- 
ifier. Strangely enough, under Section 722, 
a corporation that had made many changes 
in its business usually had more difficulty 
obtaining relief than a company that had 
made only one. This was because the 
interworking of the several factors con- 
fused the results attributable to any one 
particular factor. Under the present law, it 
may be absolutely impossible for the multi- 
ple-qualifier to receive any consideration 
whatsoever. Consider the company that 
hired a new president in 1948. By the end 
of 1949 he had (1) added a new product 
which accounted for 30 per cent of the 
company’s gross income, (2) eliminated a 
product which had always lost money and 
(3) increased capacity by 60 per cent. This 
taxpayer is entitled to no relief under the 
present law because no single factor is suf- 
ficient to meet the formulas in the law 
and the statutes contain no provision for 
recognizing the aggregate effect of several 
changes. Nevertheless, it is obvious that 
the base period income of such a company 
would not be an adequate measure of the 
earnings such company could expect to earn 
in years after 1949. 


RECONSTRUCTION 


Under prior law, when a corporation had 
qualified for relief, it still faced the formid- 
able task of reconstructing a _ substitute 
base period net income. This was fre- 
quently a very complex task. Congress 
decided to eliminate “tailor-made” recon- 
structions, as it called them, and solve the en- 
tire problem with formulas. Every formula 
selected by the legislators is based upon the 
application of the industry rate of return to the 
taxpayer’s total assets. The date on which the 
total assets are computed varies with the quali- 
fying factor. Thus, in the case of an increase 
in capacity which met the 40 per cent require- 
ment in 1949, the total assets of the tax- 
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payer would be determined as of December 
31, 1949, and this figure would be multipled 
by the average base period rate of return 
for the industry of which the taxpayer was 
a member. The choice of dates is not im- 
portant in this analysis. It is not necessary 
to examine the reconstruction provided by 
each of the sections in order to determine 
that the general scheme itself is both in- 
adequate and unjust. 


In the first place, to base the reconstruc- 
tion on an average rate of return for the 
industry penalizes the efficient member of 
such industry and grants an undeserved 
benefit to the submarginal member. As an 
example, assume an event in 1948 which 
interrupted the production of Companies 
A and Z, both members of the same in- 
dustry. Company A has averaged 18 per 
cent return on its total assets in prior 
years; Company Z has averaged 3 per cent. 
Both companies qualify for relief in 1948, 
and the industry’s rate of return, used in 
the reconstruction, is 11 per cent. For 
some strange reason, the committee reports 
indicate that Congress thought it would be 


‘improper for Corporation A to use more 


than the industry average, but they saw 
nothing improper about permitting Cor- 
poration Z to use a rate that was almost 
four times its own experience. 


The use of total assets is also liable to 
grant relief on a somewhat haphazard basis. 
The amount of total assets will usually 
be greater in the busy season than during 
the slack season. Therefore, the amount 
of relief obtained will depend upon whether 
the date on which the law requires the 
total assets to be computed coincides with 
the taxpayer’s busy or slack periods. Fur- 
thermore, the taxpayer that is in financial 
difficulties may have a larger amount of 
total assets (by virtue of letting his ac- 
counts payable build up) than an efficient 
company which discounts its bills. 


The most basic fallacy in the present 
law, however, is that the reconstruction is 
not related to the qualifying factor. An ex- 
ample, taken from an actual case, will 
illustrate the point. 


The XYZ Company derives over 50 per 
cent of its income from its department stcre 
business. It also owns a large office building 
from which it receives a substantial amount 
of income from persons to whom it rents 


space. During the base period, the re- 
tailing activities of the corporation were 
severely handicapped by virtue of a two- 
year strike. This diminution of production 
qualified it for relief under Section 442. 
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It therefore became entitled to reconstruct 
its base period net income by multiplying 
its total assets as of December’ 31, 1949, 
by the base period rate of return, for the 
department store industry which was 16.6 per 
cent. However, one of its assets, included in 
the total, was the office building, the income 
from which had been neither interrupted 
nor diminished by the strike. More im- 
portant, the rate of return for the real 
estate industry is only 5.2 per cent, but the 
XYZ Company, although there was no 
abnormality in its base period realty in- 
come, is permitted to reconstruct the base 
period net income of its realty assets, 
using a rate that is over three times that 
of the realty industry. 


Practical Legal Aspects 
of TAX ACCOUNTING 


By HERMAN T. REILING 


The taxpayer in the preceding example 
obtained an undeserved benefit. However, 
the law could just as easily work in the 
opposite direction. If the realty industry’s 
rate of return had been higher than that 
of the department store industry’s, the forced 
downward reconstruction of the realty in- 
come might have completely offset any 
relief obtained in the retailing part of the 
business. 


From the above, it does not seem un- 
reasonable to conclude that in its desire to 
simplify the administration of the relief 
sections, Congress has devised a law that 
is neither logical nor equitable and which 
will grant relief on an almost whimsical 
basis. [The End] 
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N A PRIOR ADDRESS, I discussed 
those features of income tax accounting 
which are peculiar to a taxpayer’s work on 
national defense projects.? In this article, 
I propose to deal with some rather different 
aspects of tax accounting, the main subject 
being accrual accounting. 


Every taxpayer must decide when items 
of taxable income and allowable deduction 
shall be taken into account in computing its 
tax liability. It is, therefore, essential to 
the administration of the tax that we have 
a system of accounting designed for all tax- 
payers; for those who keep books and for 
those who do not; for those who are not 
guided by sound commercial accounting 
advice as well as for those who are; and 
for those in business, irrespective of whether 
their bookkeeping is elaborate or simple. 
In short it should be adaptable to all of the 
different facts and circumstances. 


1 ‘Income Tax Problems in National Defense,”’ 
TAXES — The Tax Magazine, December, 1951, 
p. 1044. 
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It does not follow however that each tax- 
payer must have encyclopedic knowledge 
of all court decisions, regulations and rul- 
ings, pertaining to income tax accounting. 
Everyone can not reasonably be expected to 
be acquainted with all of the developments. 
It is more important that the law develop 
along practical lines so that taxpayers and 
their advisers can for the most part comply, 
without being students of tax accounting, 
much the same as a citizen may conduct 
his daily business affairs without being a 
lawyer and without having his lawyer 
accompany him on all occasions. 


To a considerable extent this objective 
has been attained. But there are areas 
where this is not so. One such area con- 
cerns the application of the accrual basis of 
income tax accounting. All of us do not 
agree as to what should constitute an accrual 
for the purposes of the accrual basis of 
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The author emphasizes that this discus- 
sion represents his personal views and 
is not to be interpreted in any sense as 
the official opinion of the Treasury De- 
partment or any unit or bureau thereof. 


accounting. It is difficult for us to divorce 
accrual in its generic sense from accrual 
as defined for the purposes of the strict 
accrual basis of income tax accounting. 
Accrual in its generic sense is not limited to 
the meaning assigned to the term for pur- 
poses of the accrual basis of income tax 
accounting.” However, I do not believe that 
we would be satisfied with the results if 
the generic meaning were applied to all who 
employ the accrual basis. It would too often 
require a taxpayer to make his tax account- 
ing before the amount of the items involved 
is known. 


Be that as it may, for the sake of cer- 
tainty and uniformity in federal income tax- 
ation, we must reach general agreement upon 
a definite concept of accrual and apply it 
upon a nation-wide basis. In an effort to 
do so, taxpayers and the Bureau of Internal 
Revenue have appealed to the courts and 
have obtained a reasonably satisfactory an- 
swer. The answer is not what some would 
like, but it is a workable one. I say it is a 
workable one because if the judicial concept 
is unsatisfactory in any respect, the law of 
income tax accounting is sufficiently com- 


2 This was made clear in the interpretation of 
the provision added to Section 42 of the Internal 
Revenue Code by Section 134 (a) of the Revenue 
Act of 1934, requiring income accrued up to the 
date of taxpayer’s death in such year to be 
included in gross income for the period immedi- 
ately prior to his death. Helvering v. Enright, 
41-1 ustc { 9356, 312 U. S. 636; Helvering v. Mc- 
Glue, 41-1 ustc J 9403, 119 F. (2d) 167 (CCA-4). 
The generic meaning of accrual was also applied 
in the use of the accrual and reserves method 
permitted under the Act of 1916. T. D. 2433, 
January 8, 1917. See also Mim. 5766, 1944 C. B. 
156, as amended by Mim. 5897, 1945 C. B. 131, 
governing the time of accounting for compensa- 
tion for the termination of government con- 
tracts. 

3 For example, see Julian O. Phelps, ‘‘Unusual 
Accounting Questions,’’ TAXES—The Tax Maga- 
zine, December, 1950, p. 1227; and footnote 14, 
below. 

*In applying the accrual basis, it has been the 
general practice of the Bureau not to permit 
postponement of the taxation of income received 
without restriction, whether such income is ad- 
vance rentals, advance bonuses or royalties, 
compensation paid in advance, membership fees 
or other types of income paid in advance. See 
I. T. 3496, 1941-2 C. B. 107, and the court deci- 
sions cited therein. 
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prehensive to permit them to do something 
about it. 


As a general rule, variations from the 
accrual basis may be made to secure the 
desired result. There are many instances 
of such variations. Taxpayers do not al- 
ways strictly adhere to the accrual basis in 
all respects as to all items. Variations are 
frequently adopted to adapt income tax 
accounting to the peculiarities in given busi- 
nesses; and no particular difficulty is en- 
countered where the modification is applied 
consistently. The Bureau examiners long 
have been familiar with these changes and 
the need for making them to effect a prac- 
tical method of accounting. For the most 
part, therefore, the areas of dissatisfaction 
with the accrual basis are chiefly due to 
conflicts with commercial accounting prac- 
tices which are regarded as sound and 
proper for business accounting purposes.* 


This is the situation in the treatment of 
advance receipts such as those ordinarily 
referred to in commercial accounting as 
deferred income.‘ Here we encounter a con- 
ception that the accrual basis of income tax 
accounting attributes income to the year in 
which it is earned.” This, however, is not 
the case, except as a matter of coincidence. 
The accrual basis is not the same as the 
earnings basis; and it does not mandatorily 
require an accounting of income as it is 
earned. Generally speaking, it tends to post- 
pone the accounting until the time the 
amount of the income can be computed by 
the taxpayer with reasonable accuracy. As 


5 Even the courts may encourage this concep- 
tion by statements to the effect that under the 
accrual basis, income earned during an account- 
ing period shall be included in gross income. 
See, for example, Creasy Corporation v. Hel- 
burn, 57 F. (2d) 204 (1932). Obviously, this is 
true only if the income has not been included 
in gross income for a previous year; and it does 
not preclude the taxation of income upon re- 
ceipt where receipt occurs before the earning 
of the income, as in the case of advance receipts. 

6 Continental Tie & Lumber Company v. U. S., 
3 ustc { 937, 286 U. S. 290 (1932). The earlier 
attitude tended to look to the time when all of 
the events occurred which are necessary to fix 
the right to the income. This attitude had its 
beginning in the use of the so-called accrual 
and reserves basis which was first permitted 
under the Act of 1916. (T. D. 2433, January 8, 
1917.) Indeed, the tests of that basis remained 
to cause confusion even after the accrual basis 
became a tax accounting method of general 
application. Even under the accrual basis, in- 
come from a sale or exchange ordinarily is taken 
into account as of the time of the sale or ex- 
change, Acme Coal Company v. U. 8., 2 ustc 
| 597, 44 F. (2d) 95 (Ct. Cls., 1930); Frost Lum- 
ber Industries, Inc. v. Commissioner, 42-2 ustc 
7 9527, 128 F. (2d) 693 (CCA-5). But in such 

(Centinued on following page) 
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a matter of coincidence this may be when 
the income is earned. But it need not be 
then. Indeed, an accounting on the accrual 
basis may be subsequent to the earning of 
the income or in other instances it may be 
before the income is earned. It occurs sub- 
sequent to the earning of the income where, 
for example, the taxpayer’s right to the 
income is contested and the accounting is 
not made until the contest is settled.” An 
accounting on the accrual basis may occur 
prior to the earning of the income, where, 
for example, a taxpayer receives payment 
in advance of performance and, by reason 
of judicial decisions, the payment is in- 
cluded in income when received.’ 


Where the accrual basis delays the ac- 
counting for income items until the amount 
is known, I believe it is generally considered 
satisfactory. Dissatisfaction with the accrual 
basis as applied to deferred income items 
usually is limited to cases where the ad- 
vance receipts regularly recur in the tax- 
payer’s business and are required to be 
included in income before they are earned. 


Wherever dissatisfaction exists, however, 
it is with the accrual basis, and not with 
the law of income tax accounting. There 
is nothing in the law of income tax account- 
ing to prohibit the use of the earnings basis. 
On the contrary, income tax accounting is 
broad enough to include it: Moreover, it is 
a sound, reasonable method of accounting 
as is evidenced by the fact that as a general 
rule it is applied to all business income for 
British income tax purposes.’ This is to say, 
under the British system the earnings basis, 
and not the accrual basis, is one of the two 
standard bases, the other one being the 
cash basis. 


(Footnote 6 continued) 


case, uSually all of the facts are known which 
are necessary to compute the amount. If the 
taxpayer has an agreement to receive a further 
amount subject to the happening of an event 
occurring after the consummation of a sale, it 
would seem that such agreement should be 
treated separately from the accounting made 
with respect to the sale. 


7 Commissioner v. Brown, 2 ustc { 844, 54 F. 
(2d) 563 (CCA-1, 1931); Liebes & Company v. 
Commissioner, 37-2 ustc { 9361, 90 F. (2d) 932 
(CCA-9); Sol. Op. 41, 3 C. B. 64; S. M. 1335, 
2 CB 82. 


8 South Dade Farms, Inc. v. Commissioner, 
43-2 ustc { 9634, 138 Fed. (2d) 818 (CCA-5); 
South Tacoma Motor Company, CCH Dec. 
13,789, 3 TC 411 (1944); National Airlines, Inc., 
CCH Dec. 15,940, 9 TC 159 (1947); G. C. M. 
20021, 1938-1 CB 157. See also footnote 4. 

® Konstam’s Income Tax (1950), 105, p. 136; 
Commissioners v. Newcastle Breweries, Ltd., 
12 Tax Cases 927 (1927); Ensign Shipping Com- 


Explanation of Difficulty 
in Treatment of Deferred Income 


This being so, then why is it we have our 
difficulty in the treatment of deferred in- 
come? In my opinion, the answer is simple. 
Too often the taxpayer does not seek to use 
the earnings basis. Instead he employs the 
accrual basis and contends that, under the 
accrual basis, he is entitled to report de- 
ferred income as earned rather than when 
received. He may even go to court in an 
effort to change the judicial concept of the 
accrual basis to secure that result. 


A taxpayer who appeals to the courts un- 
der such circumstances is not likely to suc- 
ceed even though the law of income tax 
accounting is broad enough to permit him to 
use the earnings basis.” The courts have 
made a significant contribution to the law of 
income tax accounting; but they are not in 
a position to perform the administrative 
function of devising tax accounting meth- 
ods. If the earnings basis may properly be 
used as to particular items of deferred in- 
come, and if a taxpayer is to avail himself 
of the flexibility of the law, he should take 
advantage of the remedy afforded him. That 
remedy is to work out with the Bureau of 
Internal Revenue an arrangement for the 
treatment which he desires.” 


Flexibility in the law of income tax ac- 
counting can not be achieved by changing 
the judicial concept of the accrual basis to 
require income to be reported as it is earned. 
If the concept of the accrual basis were so 
changed, it would merely mean that one 
concept of that basis, which is unsatisfactory 
to some taxpayers in some respects, is 
changed for another concept, which is un- 






pany, Ltd. v. Commissioners, 139 L. T. 111, 12 
Tax Cases 1169 (1928). And under the federal 
income tax we have allowed a publisher of peri- 
odicals to elect to prorate prepaid subscriptions 
over the subscription period. I. T. 3369, 1940-1 
CB 46. The earnings basis also is used else- 
where, for example, in New Zealand. Dow- 
land’s Taxation Laws of New Zealand (1942), 
p. 242. In Canada, however, the ‘‘accounts re- 
ceivable basis’’ is employed to require income 
to be included when it becomes due, this being 
considered to accord with commercial and sound 
accounting principles. 1952 CCH Canadian Tax 
Reports { 10211. 


10 See cases cited in footnote 8. 


11 See the discussion of this problem in the 
article cited in footnote 1. Also, see I. T. 3369, 
cited in footnote 9, by which publishers of 
periodicals are allowed to defer subscriptions, 
although in G. C. M. 20021, 1938-1 CB 157, the 
accrual basis was held to require their inclusion 
in gross income when received. 


1030 December, 1952 © TA X ES — The Tax Magazine 





424m 42 @ w& @ Bw lo ee 


a < ob fa o@ weet 


satisfactory to other taxpayers for other 
reasons. Not all taxpayers wish to account 
for deferred income as it is earned.” How- 
ever, if deferred income is a major item, 
especially if it is derived from a number of 
recurring transactions, the taxpayer may 
wish to attribute it to the period in which it 
is earned, and I see no reason for not doing 
so, providing that treatment is effected by 
the proper procedure. By this I mean that 
the method together with the necessary 
conditions for its use should be administra- 
tively approved and the taxpayer’s books 
should be kept in conformity with it. An- 
other requirement is that the taxpayer shall 
be consistent and continue to use the method 
until a change is approved. 


This solution of the problem is simpler 
and more satisfactory than the process of 
litigation. My only apprehension is that if 
the solution is as simple as I maintain it is, 
some may think that the taxpayer should 
be permitted to make the change without 
prior approval. “Upon this point,” if I may 
use a statement of Justice Holmes, “a page 
of history is worth a volume of logic.”™ 
There was a time when few suggestions 
were made to taxpayers regarding the meth- 
ods to be employed; and in filing their re- 
turns, they had to make many decisions 
which were later upset or questioned on 
audit. In such cases possible disagreement 
was merely postponed to the time when the 
return was audited. Adjustment at that 
time for any error or disagreement affected 
the taxpayer more adversely than if the 
necessity for the adjustment had been rec- 
ognized or removed at the outset. 


This is to say, prior approval of a change 
in an accounting method has its advantages. 
To illustrate what I have in mind, suppose 


a business firm enters into contracts to 
service refrigerators on a yearly basis for 
a stipulated fee, and the fee is received at 
the time the contract is signed. The firm 
considers that the proper thing to do is to 
prorate the fee over the 12-months’ period 
of performance of the contract. But what 
will the firm do if a contract is cancelled 


2 For example, a large city newspaper pub- 
lisher might well not wish to elect the method 
provided for in I. T. 3369 (cited in footnote 9) 
if the income from subscriptions is a small item, 
the remainder of the income being from news 
stand sales and home deliveries. In such case 
the publisher may not wish to have the incon- 
venience of spreading the subscriptions over the 
period of the subscription. 

133 New York Trust Company v. Eisner, 1 ustc 
| 49,256 U. S. 345 (1921). 

14 South Tacoma Motor Company, cited at foot- 
note 8; and National Airlines, Inc., cited at 
footnote 8. See discussion of first cited case 


Fifth Annual Federal Tax Conference 


and some unearned part of the fee is retained? 
How will they handle their expenses? Will 
the treatment be satisfactory to the Bureau? 
If the answer to these questions is not satis- 
factory, what will the Bureau do? Will it 
deny the treatment desired by the taxpayer? 


All of these questions, of course, can be 
met when they arise. But I assume that a 
taxpayer prefers assurance by the time he 
files his return. He can have it only by 
prior approval of his plan of treatment, at 
which time the parties can agree upon a 
mutually satisfactory method of handling 
the expenses and any contingencies which 
may arise. 


Compare this procedure with the result 
in two much-discussed decisions™ of the 
Tax Court which have been criticized be- 
cause they upheld the taxation of advance 
income when received. One involved a 
taxpayer which was engaged in an auto- 
mobile sales and service business and sold 
coupon books entitling the purchaser to 
receive service work in the future. The 
other involved an airline which sold tickets 
in advance of their use. Both taxpayers 
were on the accrual basis. Even so, it is not 
unreasonable for each taxpayer to want to 
account for the income as it is earned, 
namely at the time the coupons are turned 
in for work done or when the tickets are 
used. But the Tax Court can not grant a 
variance from the basis which the taxpayer 
has adopted. More important, in the two 
cases referred to, the taxpayers stood before 
the Tax Court seeking to exclude items from 
taxable income, without being in a position 
to give the court any definite assurance as 
to when the income would be reported in 
case coupons or tickets were lost or for some 
other reason never used by the customers, 


Incidentally, at this point I may add that 
I believe it would be very difficult to frame 
legislation to provide a method of treatment 
for all taxpayers which is better than one ° 
which may be worked out administratively. 
Legislation may be mandatory, in which 
event it will place income tax accounting in 
a straight-jacket,” unless we preserve exist- 


in Sydney A. Gutkin and David Beck, ‘Tax 
Accounting vs. Business Accounting—The Emas- 
culation of Section 41,’’ 79 Journal of Account- 
ancy 130 (1945). 

% See Code Sec. 3806, relating to the year for 
which an adjustment may be made on account 
of a renegotiation of a government contract. 
The treatment there provided for is mandatory 
except that the taxpayer may apply to the Com- 
missioner for permission to use a different 
method. But in Sec. 611 (a), Revenue Act of 
1951, relating to additional mail pay, no such 
escape from a mandatory rule is provided. 
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ing principles and standards. And if these 
principles and standards are not disturbed, 
little if anything is attained by further 
legislation. 


The flexibility of the law of income tax 
accounting is not confined to income items. 
It also extends to deductions. Here, again, 
income tax accounting has been criticised as 
not coinciding with commercial accounting 
practice. Actually the criticism is too broad. 
If it is properly analyzed, I believe you will 
agree that it, too, is aimed at the accrual 
basis as applied for income tax purposes, 
rather than at the law of income tax accounting 
which according to my view is sufficiently 
comprehensive to permit variations from the 
accrual basis where they are proper and are 
desired in order to synchronize a taxpayer’s 
income tax accounting with a recognized 
commercial accounting practice. In some 
respects, of course, this possibility has been 
obscured by the conflicting court decisions 
respecting the accrual basis as applied to 
expense deductions. In these decisions the 
courts have at times overlooked the distinc- 
tion between an accrual for the purposes of 
the accrual basis and accrual in the generic 
sense.” Accrual in the generic sense may 
be decisive in applying the method of ac- 
counting which may be said to be a basis 
of “accrual and reserves.” ™ In recent years 
we have not heard much of this basis. It, 
however, was used under the act of 1916. 
By regulations under that act, corporations 
were permitted to use it; and, according to 
a statement of the Supreme Court in U. S. 
v. Anderson” it was adopted to enable tax- 
payers to keep their books and make their 
returns according to “scientific accounting 
principles.” 


Briefly stated, the accrual and reserves 
basis, as applied to expenses, contemplates 
that an accounting for expenses shall be 
made as of the time all of the events occur 
to fix the liability for the expense. Under 
the 1916 act, even though the amounts of 
the liabilities were not known, corporations 
which set up estimated amounts to meet 
known liabilities were allowed to deduct such 
amounts from gross income. I understand 


% Accrual in the generic sense occurs where 
all of the events have occurred which create the 
liability. Accrual for the purposes of the strict 
accrual basis is also concerned with the time 
when all of the events have occurred which fix 
the amount. 

17 This basis contemplates that a reserve shall 
be set up to liquidate the liability, subject to 
later correction to actual amount. Apparently, 
the taxpayer need not go to the extent of actu- 
ally admitting liability; but on this point the 
precedents are not clear. Actual admission of 
liability in an amount accrued on the books, 
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that upon audit, the amounts were corrected 
to reflect the actual amounts of the liabili- 
ties, but the important point is that the 
deduction was taken as of the time the lia- 
bility arose. 


The use of the accrual and reserves basis 
inaugurated a long controversy as to whether 
an accrual for income tax purposes occurs 
upon the happening of all events which de- 
termine the taxpayer’s liability or whether 
it does not occur until the amount of the 
liability has been definitely determined or 
may be computed by the taxpayer with rea- 
sonable accuracy. In the confusion which 
has ensued, perhaps the decision in U. S. v, 
Anderson has been improperly cited more 
often than any other income tax decision. 
Too often no significant consideration has 
been given to the fact that, in that case, 
the court was concerned with the accrual 
and reserves basis, and not with the accrual 
basis. That basis clearly contemplates that 
the accrual may occur before the amount 
of the liability is ascertained. It permits 
an estimated amount to be deducted on the 
return, subject to correction later. The 
accrual basis does not recognize this proce- 
dure. And it is erroneous to rely upon U. S. 
v. Anderson for the meaning to be assigned 
the accrual basis of tax accounting.” 


Upon the abandonment of the accrual and 
reserves basis as an accounting method of 
general application, the courts and others 
concerned began to move in the direction 
of developing a method which could be em- 
ployed without the need for later adjustment. 
Complete general agreement on this point 
has not been reached, as is evidenced by 
the decisions which reach conflicting results. 
But I believe that the main current of opin- 
ion moves in this direction. Unfortunately, 
the accounting method designed to promote 
this result is called the accrual basis. If it 
had been differently and more pointedly 
described, perhaps we would now have less 
confusion. 


As long as the present condition exists, 
there will be instances where taxpayers are 
puzzled concerning the results of their adop- 
tion of the accrual basis. Moreover, upon 


however, is sufficient to support a deduction 
under the strict accrual basis. 

131 ustc § 155, 269 U. S. 422 (1926). See also 
American National Company v. U. 8., 1 vustc 
226, 274 U. S. 99 (1927); Aluminum Castings 
Company Vv. Routzahn, 2 ustc 615, 282 U. S. 
92 (1930). 

12 Even if this may ultimately prove to be an 
incorrect view of U. 8. v. Anderson, cited at 
footnote 18, as a practical matter, the existing 
confusion would be less troublesome if taxpayers 
acted upon the assumption that it may be cor- 
rect, 
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reaching general agreement as to its mean- 
ing, whatever it is, we will find many situ- 
ations in which taxpayers may prefer a 
different method of treatment or, in any 
event, certainty of treatment rather than a 
possibility of litigation. And it is in these 
situations that we again find that the ad- 
ministrative process of working out a satis- 
factory method of treatment serves a useful 
function. The law of income tax accounting 
is broad enough to permit an accounting as 
of the time when all events have occurred 
to create the liability. It also is broad 
enough to permit adjustments to reflect the 
correct amount of the liability, and to permit 
the taxpayer and the Bureau to agree as to 
the time for making the adjustment. Or if 
the taxpayer desires to postpone his accounting 
until the amount of the liability is definitely 
ascertained, there is authority for regarding 
it as a reasonable and proper method of 
treatment. Indeed, there may be interim 
points at which an accounting may be proper. 


If the theory which I have described 
had been evident at an earlier date, I 
believe we would have had less difficulty 
in understanding the difficulty in the treat- 
ment of reserves, such as those referred to 
in commercial accounting as profit and loss 
reserves. In addition to the reserves for 
depreciation, depletion and bad debts speci- 
fically recognized by the taxing act, these 
reserves fall into two categories: (1) liability 
reserves and (2) reserves for contingencies. 


Liability Reserve 


First, consider a liability reserve. It is 
for the purpose of meeting a known lia- 
bility where the events have occurred to 
create it, though the amount thereof may 
not be certain. In such case, if the tax- 
payer were using the accrual and reserves 
basis, provided for under the act of 1916, 
instead of the accrual basis as generally 
applied today, clearly he would attribute 


20 Moloney Electric Company, CCH Dec. 
16,201(M), 6 TCM 1347; American Fork & Hoe 
Company, CCH Dec. 13,525(M), 2 TCM 842; 
Anderson, Clayton & Company, CCH Dec. 9614, 
35 BTA 795; Southern Weaving Company v. 
Query, 206 S. C. 307, 34 S. E. (2d) 51 (1945); 
State v. Brown, 48 So. (2d) 37 (Ala. 1950). 

1 Brown v. Helvering, 4 ustc J 1223, 291 U. S. 
193 (1934). But even on the strict accrual basis 
perhaps the deduction may be taken if all of the 
factors for computing the amount are known, 
even though the work of making the -eomputa- 
tion is necessarily delayed. Rogers, Brown & 
Crocker Brothers, Inc., CCH Dec. 8918, 32 BTA 
304. But see Ohmer Register Company, 42-2 ustc 
1 9777, 131 F. (2d) 682 (CCA-6), where the 
amount of a salesman’s commissions was known 
but payment of the amount depended upon col- 
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the liability to the year in which all of the 
events occur to create it. Today, though 
general use of the accrual and reserves 
basis is not sanctioned, the law of income 
tax accounting permits the use of such 
basis as to particular items if the circum- 
stances justify it. In some cases, however, 
the courts have in substance and effect 
employed the standards of the accrual and 
reserves basis even though they purported 
to apply the accrual basis.” These deci- 
sions are a source of confusion because 
a different opinion has been expressed at 
other times.” The decisions in these cases, 
however, do not constitute blanket approval 
of the proposition that the accrual basis is 
to be construed to permit the deduction of 
all expense liabilities when the events occur 
to create the liabilities, irrespective of whether 
the amounts thereof are then certain.” 
And I do not believe that taxpayers gen- 
erally prefer that this method of treatment 
be mandatory for all who adopt the accrual 
basis of tax accounting. 


Be that as it may, in view of conflicting 
decisions, the fact still remains that if 
certainty as to the proper treatment can 
be obtained prior to the filing of the return, 
it can be secured only by administrative 
procedures. If by this process a taxpayer 
is permitted a deduction as of the time the 
liability is created, and there are instances 
where this treatment may be proper, the 
effect is not to construe and apply the 
accrual basis to permit such treatment. 
Instead it should be regarded as a departure 
from the accrual basis and a use of the 
standards of the accrual and reserve basis. 


Reserves for Contingencies 


As to the second category of profit and 
loss reserves, that is, reserves for contin- 
gencies, conceivably there may be circum- . 
stances which would justify an arrangement 


lections made by the employer from the cus- 
tomer. Contra Air-Way Electric Appliance 
Corporation v. Guitteau, 41-2 ustc { 9692, 123 F. 
(2a) 20 (CCA-6), and cases cited therein. 

22 Clearly the accrual basis does not permit 
deduction at such time where the taxpayer dis- 
putes the liability. Dixie Pine Products Com- 
pany v. Commissioner, 44-1 ustc {] 9127, 320 U. S. 
516 (1944). If the dispute is litigated and an 
appeal is taken to a higher court, the deduction 
may not be taken on the accrual basis until the 
appeal is decided. Lepman Brothers Company, 
CCH Dec. 12,179, 45 BTA 793; Frank J. Jewell, 
CCH Dec. 2392, 6 BTA 1040. And it should not 
permit a deduction at that time for an amount 
in excess of the part admitted where the re- 
mainder is disputed. 
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outside the accrual basis for permitting a 
deduction for such a reserve. For example, 
in the use of the percentage-of-completion 
method in accounting for profits under a 
long-term contract, the deduction may be 
permitted for one or more years of operating 
under the contract, if satisfactory arrange- 
ments are made for adjustments in other 
years so that by the time the contract is 
completed and the liability becomes certain 
the total deduction less the adjustments 
will not exceed the amount of the liability. 


The reserve in such a case differs con- 
siderably from the typical reserve for con- 
tingencies. A case in point is where a 
paving contractor completes a job under 
a contract containing a clause requiring 
him to maintain the street in proper con- 
dition for a period of, for example, three 
years. Upon completion of the paving, the 
contractor receives payment in full, and 
he claims that he should be allowed to 
deduct from income an amount estimated 
as the cost of performing his agreement to 
maintain the street. The deduction how- 
ever has been disallowed.” 


I do not doubt the business prudence 
of setting up such a reserve. And I recog- 
nize that as a matter of correlating income 
and expense there may be a reason for such 
reserve. However, I have never seen a 
case such as this where the taxpayer de- 
veloped all the facts essential to the claimed 
method of treatment. The amount withheld 
from income and included in the reserve 
usually is determined by the taxpayer’s 
estimate of the cost of the maintenance 
work. This is not correct. The reserve 
should be fixed by reference to the portion 
of the total contract price which is properly 
attributable to the maintenance agreement. 
Moreover, the amount of the reserve should 
not depend entirely upon the taxpayer’s 
estimate, even if it were recognizable for 
tax purposes. 


A somewhat similar problem is presented 
in the case of trading stamps and premium 
coupons which are redeemable in merchan- 
dise and cash and are issued by a taxpayer 


23 Uvalde Company, CCH Dec. 341, 1 BTA 932. 

24 Regs. 111, Sec. 29.42-5. 

% Deductions in computing net income as dis- 
tinguished from subtractions in arriving at 
gross income are allowed as a matter of legis- 
lative grace. 

7 Code Sec. 23 (e) and (f). This is to say, 
there is no loss, if the taxpayer is fully com- 
pensated by insurance. Maz Kurtz, CCH Dec. 
2921, 8 BTA 679; Dunne v. Commissioner, 35-1 
ustc { 9156, 75 F. (2d) 255 (CCA-2). If the in- 
surance company denies liability and is sus- 
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for the: purpose of promoting his business. 
In such case the value of the stamps or 
coupons outstanding is definitely known. 
The problem is to determine the amount 
of the stamps or coupons which will eventu- 
ally be presented for redemption. In such 
case, the Regulations * have long recognized 
that the taxpayer may follow a procedure 
which is substantially equivalent to setting 
up a reserve to cover the amount of the 
stamps or coupons which will eventually 
be redeemed. Such estimate however is 
not conclusive and is subject to such appro- 
priate adjustment as the Commissioner 
may make. 


Accrual Basis Not Aimed 
at Correlating Income and Expense 


Another conception of the accrual basis 
in tax accounting is that one of the pur- 
poses is to correlate income and the ex- 
pense incurred in producing the income. 
If correlation is not achieved, this circum- 
stance is sometimes cited as proof that the 
accrual basis is being erroneously applied. 
This, I submit, is an erroneous approach. 
The accrual basis is not aimed at correlat- 
ing income and expense. If correlation is 
desired and may be obtained in a given 
case, here again the proper procedure is 
to depart from the accrual basis and adopt 
a change which will effect it. 


According to our concept of net income, 
the expense incurred in producing income 
is not an offset against the income,” to 
be made only when the income is taken 
into account for tax purposes, although 
there are three primary considerations which 
may be regarded as exceptions to this idea. 
The three exceptions I have in mind are: 


First, in determining the amount of a 
loss which is compensated for by insur- 
ance, the amount of the insurance is sub- 
tracted from the gross amount of the loss 
to arrive at the amount of the deductible 
loss.* Second, where expenses are incurred 
pursuant to an arrangement with a cus- 
tomer for reimbursement of such expenses, 


tained, a question arises as to when the loss 
is sustained. In Allied Furriers Corporation, 
CCH Dec. 7229, 24 BTA 459, the loss was held 
to have been sustained when the litigation was 
terminated. This rule however is complicated by 
a distinction that the insurance company’s de- 
nial of liability will not postpone the deduction 
if the taxpayer has no reasonable prospects of 
success in pursuing his claim. Cahn v. Commis- 
sioner, 37-2 ustc { 9538, 92 F. (2d) 674 (CCA-9). 
Cf. Rose Licht, CCH Dec. 10,062, 37 BTA 1096. 
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as in the case of a cost-plus contract, the 
legal theory is that such expenses are not 
deductible because the taxpayer is not bear- 
ing the burden thereof; and for this reason 
they are offset against the amount of the 
reimbursements.” Third, there are subtrac- 
tions which must be made from gross 
receipts in arriving at gross income. One 
of these is the cost of goods sold.” 


In these cases there is a correlation of 
receipts and deductions. The correlation 
however is not required by the accrual 
basis of tax accounting. Instead, it is due 
to our concepts of deductible loss, deduc- 
tible expense and gross income. 


Except in instances such as these, our 
theory is that deductions are purely mat- 
ters of legislative grace. They stand alone, 
separate and distinct from income. In this 
respect our theory differs from the English 
view which is that income means net in- 
come. Except for a few items, the English 
taxing act contains no provision for deduc- 
tions. Deductions are allowed but they 
are allowed because the English theory is 
that .they are to be made in arriving at 
income, the English concept of income 
being comparable to our concept of net 
income.” Because of this theory of income, 
and by the use of the earnings basis to 
postpone the reporting of income until it is 
earned, the effect in England is to secure 
a correlation of income and expense. 


In our country, however, income means 
gross income; and deductions are made 
from income to arrive at net income. More- 
over, the accrual basis, and not the earnings 
basis, is the usual accounting method. The 
accrual basis looks to the time when the 
amount of income or the amount of the de- 
duction, as the case may be, may be com- 


77It is said to be well settled that where a 
taxpayer makes expenditures under agreement 
that he will be reimbursed therefor, the expendi- 
tures are in the nature of loans or advance- 
ments and are not deductible as business 
expenses. Glendinning, McLeish & Company, 
CCH Dec. 7239, 24 BTA 518 (1931), aff’d 61 F. 
(2d) 950 (CCA-2, 1932). 

% Regs. 111, Sec. 29.22(a)-5. 

27 A similar view was stated by Edwin R. A. 
Seligman, The Income Tax (1914), at p. 19: 
“By income is always meant net income, as 
opposed to gross income. In other words, from 
the receipts in any enterprise we must, in the 
first place, deduct the expenses of the enter- 
price—that is, the outlay incurred in securing 
the gross product. . . . Income, therefore, al- 
ways means net income.”’ 

% A correlation has been effected under the 
accrual basis in the case of amounts paid under 
the Fair Labor Standards Act of 1938, I. T. 
3563, 1942-2 CB 115; and in cases of capital 
stock and foreign income taxes where the tax- 
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puted by the taxpayer with reasonable 
accuracy. Obviously, if this rule is sepa- 
rately applied to income and items of de- 
duction, correlation of income and expense 
can be coincidental only, and not a primary 
characteristic of the accrual basis. 


Of course I should add that this concept 
of the accrual basis is not always observed. 
But it does portray the general trend. It 
would, I believe, be more consistently ap- 
plied if the law of income tax accounting 
were more widely understood. 


As a practical matter, however, taxpayers 
generally are satisfied with the correlation 
incidentally occurring in the use of the 
accrual basis. Wherever there is an un- 
desired lack of correlation, the taxpayer 
may modify his accounting method to 
obtain the desired result, providing the 
change is approved by the Bureau.” Cer- 
tainly that procedure is better than to hold 
correlation to be an attribute of the accrual 
basis. Such a holding would upset the 
practices of many taxpayers who prefer 
the accrual basis of income tax accounting 
as now defined and applied, and they would 
be placed in the position of seeking varia- 
tions in order to retain their present ac- 
counting methods. 


Up to this point, my remarks have been 
confined primarily to the problem of synchro- 


nizing income tax accounting with com- 
mercial accounting practices in those in- 
stances where our concept of the accrual 
basis as applied for income tax purposes 
does not agree with what is commonly re- 
ferred to as sound commercial accounting 
practices. I believe however that the util- 
ity value of the law of income tax account- 
ing extends to other matters. And the 
administrative procedure which I have de- 


payers mistakenly believed that they had no 
liability but it was determined later that lia- 
bility existed in prior years, Continental Baking . 
Corporation v. Commissioner, 35-1 ustc {| 9220, 
77 F. (2d) 119 (CA of DC) and Hygienic Prod- 
ucts Company v. Commissioner, 40-1 ustc { 9381, 
111 F. (2d) 330 (CCA-6). This may go beyond the 
accrual basis. The courts relied upon U. S. v. 
Anderson (cited in footnote 18) which concerned 
the accrual and reserves basis, and not the 
strict accrual basis. But the same result could 
have been obtained administratively by applying 
the theory of accrual as contemplated by the 
accrual and reserves basis. Indeed, the Com- 
missioner may require the use of such basis 
in any case where his action in doing so serves 
a proper purpose and is not arbitrary. I also 
assume that for good reason shown he might 
retroactively permit the amount of a contested 
liability when settled to be deducted for the 
year when the events occurred which gave rise 
to the liability; but this could not be done under 
the accrual basis. 
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scribed may at times be availed of to elimi- 
nate or avoid difficult legal questions. 


For example, recently there has been 
much litigation concerning whether a re- 
ceipt by a lessor constitutes advance rental 
or merely a security deposit. If it is a 
security deposit, then the decisions are to 
the effect that it does not constitute income 
at the time received.” On the other hand, 
if it constitutes advance rental, we have 
a question as to how it is to be treated, in 
the event that an accounting at the time 
of the receipt is for any reason not satis- 
factory. In either event the question is 
not one which the taxpayer or his account- 
ing department can readily determine in 
all cases. Hence, if, in these circumstances, 
certainty as to the method of treatment 
is desired, the administrative procedure 
would have been a better method of work- 
ing out a satisfactory settlement, without 
the risk and expense of litigation. Unfor- 
tunately in these cases the courts have 
made a distinction which is difficult to 
ignore where the amount involved clearly 
is a deposit, possibly making it impossible 
to reach any settlement which requires an 
accounting prior to the time when the 
deposit becomes income.” 


Another example of the technique which 
I have in mind is contained in a published 
ruling.* In that case a dealer leased equip- 
ment to others pursuant to terms by which 
title to the equipment was to be transferred 
to the lessee when the rentals aggregated 
a specified sum. In such case the question 
is whether the transaction constitutes a 
sale entitling the taxpayer to use the in- 
stallment method of accounting, or whether 
the transaction is not a sale and the install- 
ment method is not applicable. However, 
under the procedure provided for in the 
ruling, it is unnecessary to meet this ques- 
tion. If the taxpayer desires to account 
for the income in the same manner as that 
allowed with respect to installment sales, 
there appears to be no reason why he 
should not be permitted to do so, provided 
of course he accepts the adaption as a 


31 Clinton Hotel Realty Corporation v. Com- 
missioner, 42-2 ustc { 9559, 128 F. (2d) 968 
(CCA-5). But this is not the case if the lessor 
has unrestricted use of the deposit. Gilken Cor- 
poration v. Commissioner, 49-2 usrc {| 9342, 176 
F. (2d) 47 (CA-6, 1949). 

22 For example, in the case of a sale of stock 
rights the option to include the entire proceeds 
in gross income has been removed from the 
regulations. For the terms of the option, see 
Regs. 101, Art. 22(a)-8. Apparently, the option 
was eliminated because of the doubt as to 
whether the proceeds, to the extent not income, 
could be taxed at the time of the sale. But as 


method of accounting and gives assurance 
that he will abide by it. 


The ruling of course is confined to cases 
of dealers where the income derived is 
ordinary income, irrespective of whether we 
consider the transaction to be a sale or a 
lease. The problem is to devise a method 
which will not put the taxpayer in the posi- 
tion of reporting all of the rentals first, and 
then deduct his cost of the equipment later 
when title to the equipment is transferred 
to the lessee. As a matter of coincidence, 
by permitting the dealer to account for the 
transaction in the same manner as if it 
were a sale on the installment basis, a just 
and reasonable result is achieved. 


A similar administrative technique in tax 
accounting has been employed in dealing 
with foreign income derived in countries 
having blocked currencies.™ In such cases, 
it is difficult to determine when the tax- 
payer, who is prohibited from taking his 
income out of the foreign country, realizes 
income recognizable for income tax pur- 
poses. There have been some Tax Court 
decisions on the subject, but they do not 
cover the entire problem. The problem 
however was handled administratively by 
permitting a deferral of the income, subject 
to certain restrictions and adjustments 
which I need not describe, for my main 
purpose in mentioning it is to emphasize 
that this deferral of the reporting of the 
income was specifically allowed as a method 
of accounting. 


Then there is practical difficulty in dis- 
tinguishing between expense or capital ex- 
penditures as, for example, in the case of 
experimental and development expenses. 
If a taxpayer constructs a research labora- 
tory, we know that its cost should be 
capitalized. If he expends sums of money 
in developing a patent, we know that under 
the court decisions such amounts are re- 
garded as capital expenditures. However, 
even if a development is successful, it is not 
always possible at the end of a given ac- 
counting period to have anything of sub- 


to an item which clearly is income conceivably, 
as I have explained elsewhere, there may be a 
basis for attributing it to a year prior to when 
it became income for tax purposes. See ‘Tax 
Accounting and Abnormal Income,’’ TAXES— 
The Tax Magazine, June, 1952, p. 409. 

31. T. 3533, 19421 CB 87, as amended by 
I. T. 3631, 1943 C. B. 197. 

* This treatment of course is not mandatory, 
if the taxpayer does not elect it. Truman 
Bowen, CCH Dec. 16,877, 12 TC 446 (1949). 

% Mim. 6475, 1950-1 CB 50, as amended by 
Mim. 6494, 1950-1 CB 54, and further amended 
by Mim. 6584, 1951-1 CB 19. 
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stantial value by reason of experimental 
expenses incurred within the period. Of 
course if the expenses were incurred for 
the purposes of devising and manufacturing 
a product for a particular customer, all of 
us would agree that the expenses should 
be charged to the cost of performing the 
contract. As to other expenses, however, 
the process of distinguishing between ex- 
pense and capital expenditure may become 
a complicated and burdensome task, in- 
volving an examination of hundreds of 
small items. It is eliminated of course by 
the Bureau practice of allowing taxpayers 
to “expense” such items.” Basically this 
procedure does not ignore the distinction 
between a business expense and a capital 
expenditure. Even if we analyzed each 
item, large and small, we would find that 
many of the items are currently deductible 
because it is not known that they will 
benefit the taxpayer in future years. As to 
other items a current charge-off merely 
moves forward the time for taking a deduc- 
tion and properly so because of the con- 
venience to all concerned. 


Meaning of Cost of Goods Sold 


Before concluding, I should mention that 
the meaning of cost of goods sold is be- 
coming a more important problem. For 
example, what is included in cost of goods 
sold may be a decisive factor in determin- 
ing whether a corporation is a personal 
holding company because of the signifi- 
cance of the different sources of gross 
income.” Also, whether an item is a part 
of the cost of goods sold may be decisive 
as to the relief allowable for excess profits 
tax purposes with respect to abnormal 
deductions.* The view is that if it con- 
stitutes a part of the cost of goods sold, 
the relief provisions do not apply to it.” 


%* Statement of Commissioner before the Joint 
Committee on Internal Revenue Taxation, pub- 
lished in 1952 CCH Standard Federal Tax Re 
ports {| 6170. 

37 See Code Sec. 501. 

% See Sec. 711 (b) (1) (J) of the World War 
II excess profits tax; and the last sentence of 
Code Sec. 433 (b) (9), in the present excess 
profits tax. 

"Cf. Universal Optical Company, CCH Dec. 
16,629, 11 TC 608 (1948). 

“In Montreal Mining Company, CCH Dec. 
13,482, 2 TC 688 (1943), the Tax Court said: 
“The determination of the valuation of inven- 
tories, including therein all items entering into 
the basis and the approval of the accounting 
system used, is expressly confided to the Com- 
missioner.’’ To the same effect, Riverside Manu- 
facturing Company v. U. S., 1 vustc { 361, 67 
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As to what items shall be included in cost 
of goods sold, one theory is that it is a 
matter of income tax accounting. Stated 
differently, the Commissioner has discre- 
tion as to what shall be included in the 
cost of goods sold.” Even under this theory, 
I would suppose that there are items which 
everyone would agree belong in the cost of 
goods sold; and that there are other items 
such as selling expenses which clearly do 
not belong there. Thus, even if we accept 
the theory that the treatment is largely a 
matter of the Commissioner’s discretion, it 
can apply only to the items which do not 
come within these two categories. 


Without going into a comprehensive dis- 
cussion of the whole subject, I raise a 
question as to the soundness of this theory. 
Even administrative discretion must have 
a reasonable rule to apply. And we must 
have a more definite rule in applying the 
statutory provisions such as those pertain- 
ing to personal holding companies and 
abnormal deductions. For the purposes of 
these provisions, it may be that the cost of 
goods sold should be limited to the ex- 
penditures specifically incurred in the pro- 
duction or manufacture of the goods. Items 
such as property taxes“ on the plant are 
not specifically incurred in production or 
manufacture. Liability for such items is 
incurred irrespective of whether the plant 
runs at 30 per cent capacity, or at 100 per 
cent. For this reason, it may be that taxes 
and other items which fall in the same 
category should be eliminated from the cost 
of goods sold and treated separately for 
the purpose of the personal holding com- 
pany provisions and the provisions relating 
to abnormal deductions. 


This is not to say that such exactness is 
necessary for other purposes where the 
only effect is to shift to the following year 
a deduction for the part included in inven- | 


Ct. Cls. 117 (cert. den., 279 U. S. 863). Even 
so, the Commissioner can not act arbitrarily; 
and the taxpayer can not be permitted to do 
so. Thus, even on this basis there is need for a 
proper concept of cost of goods sold. 


41In Mineral Mining Company (cited at foot- 
note 39) a corporation’s state, real estate, 
personal property, income, franchise and miscel- 
laneous taxes, federal and state social security 
and unemployment compensation taxes and fed- 
eral capital stock tax were not allowed to be 
included as items of cost in inventory at cost. 
The taxes were said not to be an indirect 
expense ‘‘incident and necessary to the produc- 
tion’’ of ore. In Arrow-Hart ¢ Hegeman Elec- 
tric Company, CCH Dec. 15,517, 7 TC 1350 (1947), 
property taxes were treated as abnormal deduc- 
tions to the extent they exceed 125 per cent of 
the preceding four-year average. 
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tory at the end of the taxable year. If this 
is the only effect, only the time for account- 
ing for the items is involved. In such case 
it may be handled as a matter’ of income 
tax accounting, and the taxpayer may be 
permitted to make a choice as to the 
method of treatment which he prefers. 


Annual Period 


This, as well as the other matters which 
I have discussed, emphasizes that income tax 
accounting deals with the time for the 
accounting, and not with the question as 
to what constitutes taxable income or al- 
lowable deduction. The process is, as I 
have stated elsewhere,” one of attributing 
items of income and deduction to annual 
accounting periods according to a reason- 
able method which includes a definite test. 
The rules which provide and govern the 
different methods of attribution constitute 
the law of income tax accounting. In com- 
mercial accounting the concept of accrual 
serves much the same function. In income 
tax accounting, however, accrual is looked 
upon as a word of art in the application of 
the strict accrual basis of income tax ac- 
counting. Hence, when we wish to depart 


Chicago 


Y FIRST REACTION to the term 

“items in dispute” was that it referred 
to adjustments proposed by a _ revenue 
agent to which the taxpayer took excep- 
tion. I turned to the standard tax services 
and texts to see what was listed under 
‘items in dispute.” I found that there is 
no recognized tax subject with that title. 
After having done a considerable amount 
of research in the field, it is my feeling that 
the items, which I shall cover, bear a defi- 
nite relationship to each other, and could 
well be treated together. At present, one 


“@ “Tax Accounting and Abnormal Income,”’ 
TAxES—The Tax Magazine, June, 1952, p. 409. 


Accounting for Items in Dispute 


By JACKSON L. BOUGHNER, Attorney 
Tenney, Sherman, Bentley and Guthrie 





from judicial concept of the accrual basis 
of income tax accounting, we should follow 
the procedure for a departure. 


Also, it is essential that the taxpayers 
and the Bureau devise the different account- 
ing methods. The function of a court is 
to determine the reasonableness, scope and 
operation of a given method when it comes 
before the court for construction and appli- 
cation. For this reason, the utilization of 
the law of income tax accounting is in the 
first instance the responsibility of the tax- 
payer and the Bureau, each working in 
cooperation with the other; or the Com- 
missioner may direct the use of a particular 
method of accounting where it is reason- 
able and not arbitrary to do so. If the 
taxpayer, the Bureau or the courts lag 
behind the consensus of opinion and the 
development which is being made, legisla- 
tion may be necessary to spur them into 
accord, in which event we should however 
attempt to preserve existing principles and 
standards of flexibility. And finally we 


should not forget that a rule of attribution 
which appears reasonable in the case of 
one taxpayer may be an unreasonable bur- 
den for another if we adhere to it too 
rigidly. 


[The End] 










must look under many different headings 
to find all of the items that fall into this 
category. 


If an item of income or expense is in 
dispute during a particular taxable year and 
the dispute is completely settled before the 
close of that year, as a general rule, no 
serious tax or accounting problems arise. 
The trouble arises when the item is still in 
dispute at the close of the year and the dis- 
pute is not settled prior to the time for 
filing the return. In the case of a cash basis 
taxpayer, this situation seldom presents any 
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real problems. In the case of an accrual 
basis taxpayer, there is usually a very real 
question as to whether anything should be 
accrued as income or expense and, if so, 
how much. 

I am going to cover three main phases 
of this subject. I have selected these three 
more on the basis of my own experience 
than on any textbooks or tax service analy- 
sis. First, I shall discuss the treatment of 
disputes arising on government contracts, 
second, disputes arising on contested taxes 
and third, disputes involving disputes in 
litigation. It is my feeling that these three 
matters come up most often and present 
the knottiest problems. 


Government Contracts 


You have a government contract which 
requires you to manufacture certain items, 
pack them for shipment to Washington, 
D. C., and deliver them f.o.b., Chicago. 
After you have manufactured and packed 
a certain number, you receive a change 
order from the government to pack them 
for shipment to Tokyo. You repack all of 
those which have been packed to date in 
overseas packing cases. Those manufac- 
tured after this change order has been re- 
ceived are similarly packed. At the end of 
the year a portion of the total order has 
been packed and shipped. Another portion 
has been manufactured and is still on hand. 
A third portion has not been manufactured 
at all. Your accounting system tells you 
the additional costs incurred to date, as a 
result of the additional packing required. 
But past experience with the government 
has made you a little skeptical as to the 
possibility of ultimately recovering the full 
amount that your cost system shows is due 
you. How should you handle these matters 
on your return for the year? We will as- 
sume that at no time, prior to the date on 
which the return must be filed, has any 
settlement been made with the government. 


A related situation is where you have en- 
tered into a contract with the government 
to manufacture certain items at a specified 
cost per item. As you manufacture these 
items, you realize that they are costing you 
a great deal more than the amount origi- 
nally estimated. You contact the govern- 
ment authorities and they assure you that 

they will reimburse you for all of the addi- 
' tional costs. At year end, the contract has 
been partially completed. Should you claim 
all of the costs incurred to date on the 
return and postpone the final amount to be 
received as reimbursement for the excess 
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‘shipment, 


cost to a later year, or should you attempt 
to accrue some amount in the current year? 


A somewhat similar situation which could 
arise in connection with other than a gov- 
ernment contract, is where you have agreed 
to manufacture, for example, some wool 
cloth. When the work is approximately 
one-third completed the price of wool tri- 
ples. After careful consideration you decide 
that you would rather run the risk of a 
lawsuit than go through with the contract. 
You so advise the purchaser but he tells 
you that he needs the cloth badly and will 
make up to you any loss which you sustain. 
How should you treat this matter at year 
end when only a portion of the total con- 
tract has been completed and delivered? 


The foregoing examples are typical of the 
problems which arise under government 
contracts—problems which will be with us 
for some time to come. 


When the problem comes to your atten- 
tion, it is usually stated by the corporate 
accountaut as one involving the treatment 
of the expenses. Under some systems of 
corporate accounting, all of the expenses 
will be deducted as each shipment is made. 
Under other systems of accounting, only 
a portion of the costs, such as the amount 
determined under a standard cost system, 
will have been charged against income upon 
The balance of the costs may 
have been accumulated in an inventory ac- 
count, which to all intents and purposes, 


' is not represented by any tangible, physical 


items. Quite often the accountant who has 
to deal directly with the problems poses 
the question to you in such a manner as 
to make it appear that what he should do 
with these cost items is the real problem. 


This is not the problem. Under standard 
accounting and income tax procedure all 
costs in connection with a particular ship- 
ment should be charged against income at 
the time the goods are shipped. The prob- 
lem is one of accruing income, not expense. 
If the government is going to pay you an 
additional sum because of these additional 
costs, that sum is an addition to the selling 
price, not a reduction of expense. When 
you buy a Ford automobile, you are not 
paying the costs of the Ford Motor Com- 
pany; you are paying the selling price of 
the car. Similarly with a government con- 
tract, the government is not paying your 
costs. The first step is to charge all of the 
costs applicable to the goods shipped during 
the year against income for that year. The 
real problem, then, is what additional in- 
come, if any, should be accrued, on the 
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theory that it will be collected in a later 
period as an addition to the selling price of 
the goods shipped in the current’ period. 


In every one of these situations, consid- 
erations other than just income taxes must 
be weighed. Common sense tells us that, if 
we accrue the entire amount which we think 
we should recover from the government, it 
is likely that we have overstated our income 
for the year and will have to file a claim 
for refund later on. We don’t like claims 
for refund because of the tendency of reve- 
nue agents to try to find something to use 
as an offset. Common sense also tells us 
that, if we accrue less than the amount that 
we hope to recover from the government, 
that smaller accrual may be used against us 
in our discussions with the government as 
to what we should recover. When the gov- 
ernment man comes in to audit the books 
and is presented with a statement showing 
that the additional cost amounts to $300,000 
and then sees that you have accrued only 
$150,000, you have two strikes against you 
in your further negotiations. Finally, com- 
mon sense also tells us that it would not 
be wise to accrue nothing whatever. It 
could well happen that if, during the cur- 
rent year, we accrued no income on these 
items, our profit and loss statement would 
show a loss or a very small income. Then 
if we picked up the full amount of income 
in a later year, it might well throw us into 
the top bracket. The total amount of tax 
payable over the two-year period could be 
much greater than if both years were some- 
what equal. 


I mention the foregoing consideration be- 
cause, if you are asked for advice on this 
subject, these matters will undoubtedly be 
brought to your attention. However, from 
an income tax standpoint, they should not 
be permitted to affect your final decision. 


Actually there is quite a bit of law on 
this subject—and very authoritative law. 
You will recall that back in 1918 the United 
States government took over the railroads. 
The government operated them for a cer- 
tain period of time and then turned them 
back to their owners. In 1920 an act of 
Congress was passed under which the rail- 
roads were to be reimbursed for any de- 
ficiency in operating income below that of 
the six months following the termination 
of federal control. Practically all, if not all, 
of the railroads in the country filed claims 
under this act. These claims had to be aud- 
ited, passed-on and appraised before the 
final award was made. The question nat- 


urally arose as to in what year this govern- 
ment award should be considered taxable 
income. 


The matter went to the Supreme Court 
and, in the case of Continental Tie and Tim- 
ber Company v. U. S., 3 ustc J 937, 286 U. S. 
290, it was held that the amount of the 
government award, even though not deter- 
mined until 1923, should have been accrued 
as income in 1920 when the act of Congress 
was passed. The taxpayer pointed out that not 
until 1923 did the commission charged with 
ascertaining the amounts due, even formu- 
late the principles under which it would 
determine those amounts. The Court said, 
however, that these uncertainties did not 
affect the right to accrue. The books and 
accounts of the taxpayer fixed the maximum 
amount which could be recovered from the 
government. The Court felt that although 
this maximum amount might not be recov- 
erable, the petitioner could have been able 
to make reasonable adjustments to its book 
figures to arrive at a figure to accrue. Dis- 
crepancies between this amount, and the 
amount finally determined, could be ad- 
justed by an additional assessment or by 
a claim for refund. 


Anyone familiar with railroad accounting 
knows full well that the operating income 
of a railroad for a six-month period, as 
shown by its books, is not necessarily what 
a commission or a court would determine 
to be actual operating income for that 
period. The operating income of a railroad 
and the costs of completing a government 
contract are equally hard to determine to 
the penny. However, the rule is now set- 
tled that, in situations of this kind, you 
must accrue on your books an amount 
which represents your best judgment as to 
what you will ultimately receive from the 
government. 


Another situation which illustrates this 
rule arose in the cases involving back pay- 
ments made to the railroads for transport- 
ing mail. In the case of New York Central 
Railroad Company v. Commissioner, 35-2 ustc 
{ 9540, 79 F. (2d) 1947 (CCA-2), the court 
held that the amount which the railroads 
were entitled to receive as fair and reason- 
able compensation for transporting the mail, 
should have been accrued when the services 
were actually performed even though there 
was a considerable delay in the final deter- 
mination by the government as to what was 
a fair and reasonable amount. 


To sum up this problem, a taxpayer 
should accrue, as income on his books dur- 
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ing the year of shipment, the amount he 
thinks he will later receive. As a general 
rule I would say that an over-accrual, which 
may later require the filing of a claim for 
refund, is less dangerous than an under- 
accrual, which may be used against you ‘by: 
the government in discussing the amount 
due. 


There is a problem in this situation in the 
case of cash basis taxpayers. This problem 
arises under cost-plus fixed-fee contracts 
where the costs are incurred in one year 
and the reimbursement and fee are paid in 
a later year. The question is whether the 
taxpayer should deduct all of the costs in 
the year incurred or whether he can post- 
pone the deduction until the year of reim- 
bursement. In many cases, if the costs are 
deducted in one year and the reimbursement 
is reported as income in another, there will 
be a large distortion of income. There are 
no cases directly in point, but cases on re- 
lated subjects indicate that the rule to be 
applied depends on whether the amounts 
expended may be considered as advances 
on behalf of the government, or whether 
it must be considered an ordinary business 
expense. This in turn depends to a large 
extent on the actual contsact with the gov- 
ernment. Where the government is reim- 
bursing you for specific expenses, there is 
a very good argument that when you incur 
those expenses, you are in reality making 
an advance which will later be repaid. Un- 
der this theory the expenses never enter 
into income one way or the other. Only in 
the net fee to be received is income. In 
situations of this kind it is best to take 
precautions at the time the contract is en- 
tered into to see that it is worded in such 
a manner that the tax treatment desired 
will follow as a matter of course. 


Handling of Disputed Taxes 


The next problem which I am going to 
discuss is the handling of disputed taxes. 
There are many types of taxes which can 
get in dispute, including income taxes, real 


and personal property taxes, processing 
taxes, excise taxes, and so on. In general 
the rules are the same as to all, and what 
I would like to discuss with you are those 
which come up most commonly, namely, 
real and personal property taxes. 


I recognize while the manner of handling 
real and personal property taxes differs in 
the various states and, in fact, is different 
in Chicago from other parts of Illinois, the 
basic principles are the same, and the in- 
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come tax rules applicable in Cook County, 
Illinois, with modifications, may be applied 
anywhere. 


There have been situations where these 
taxes were either over-or under-accrued at 
the time they had to be placed on the books. 
There have been situations where after plac- 
ing a certain amount on the books there was 
a contest or dispute as to the exact amount 
payable and either a larger or a smaller 
sum was ultimately paid. There is no gen- 
eral rule that applies to every situation. 
Each type of dispute must be considered 
on its own. 


In Illinois the assessment date is April 
1. On that date the assessor appraises 
your property and puts it on the tax rolls. 
From then to March or April of the next 
year, the budgets of the various taxing 
authorities are sent to the county clerk, 
protests are heard as to the values estab- 
lished as of April 1, and the tax rate is 
determined. The state revenue department 
determines its equalization factor and in 
many cases it is not until a year after the 
assessment date that the tax bill is mailed. 
After the tax has been determined it is 
subject to reduction on two grounds. The 
taxpayer may claim that his property has 
been over-valued. He may claim that cer- 
tain of the taxing bodies have levied for 
items which are illegal under Illinois law 
and that the rate should be reduced. Where 
the objection is to the assessed value, the 
taxpayer pays a portion of the tax under 
protest and holds out the balance. These 
matters are usually settled during the year 
of payment and prior to the close of that 
year the additional amount due will be paid. 
Where the objection is to the rate, the en- 
tire tax is paid, the matter goes to court, 
and a decision is rendered which is binding 
on all taxpayers who have filed objections. 
Three or four years after the tax has been 
paid, there will be a refund of the illegal 
portion. 


The taxpayer may allow the assessment 
to go on the books without protest. When 
he is sued, he defends and judgment is en- 
tered for less than the amount originally 
assessed. He may enter into a tax settle- 
ment with regard to number of years back 
taxes for 40 or 50 cents on the dollar. 


Many revenue agents in the Chicago area, 
and probably in other areas as well, relying 
on their interpretation of General Counsel’s 
Memorandum 25298, II CB 39, issued in 
1947, have attempted to apply the same rule 
to all of these situations. The theory is to 
allow no deduction whatever until the tax 
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has been paid and all disputes settled and 
make all adjustments in the year of pay- 
ment. This is clearly erroneous. 


We must take these different situations 
and analyze them separately. The most 
common situation is where the amount ac- 
crued in the year of assessment is more or 
less than the amount of the ultimate tax 
bill. A taxpayer on a June 30 closing will 
have to make a rather wild guess as to his 
accrued real estate taxes since on the filing 
date for the income tax, he probably doesn’t 
even know the assessed value of his prop- 
erty, much less the rate. There are numer- 
ous cases which hold that the proper way 
of handling this situation is to adjust the 
accrual on audit by a revenue agent to the 
amount ultimately assessed and paid. 


What if the year of over-accrual was not 
examined by the Bureau and is barred by 
the statute of limitations, and the taxpayer, 
in a later year, credits the over-accrual to 
surplus? Some agents, operating under the 
theory of released reserves, like to pick up 
these items as income in the year of the 
credit to surplus. It could very well be that 
the result is a much higher tax in that year 
than had the year of the over-accrual been 
properly adjusted. This problem often comes 


to the attention of the taxpayer just—prior—- 


to the running of the statute of limitations. 
He is then presented with the decision, 
whether he should file an amended return 
for the earlier year and pay an additional 
tax, or credit the over-accrual to surplus 
in the current year and run the risk that it 
will be added to income for that year. Many 
taxpayers are loath to file an amended re- 
turn, as they argue that it may never be 
noticed. In the event the amount is sub- 
stantial, and the tax rates are unfavorable, 


my advice would be to file the amended 
return. 


Assuming, therefore, that we properly 
handle over-accruals and under-accruals, 
how do we handle the situation where, after 
the tax has been assessed, objection is made 
to the valuation. I know of no case directly 
passing on this particular point. However, 
in 1180 East 63rd Street Building Corporation, 
CCH Dec. 16,876, 12 TC 437, the taxpayer 
regularly accrued its real estate taxes but 
for a period of approximately eight or ten 
years, made no payments whatever. In 
1942 it entered into a tax settlement with 
the county board at about 40 cents on the 
dollar. The issue involved was whether 
any portion of the amount saved should be 
considered taxable income on the theory 
of cancellation of indebtedness. In this con- 
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nection, in preparing the stipulation of facts, 
it was necessary to set out the exact amount 
of taxes accruable each year. In certain 
years, after the tax bill came out and before 
the close of the year in which the taxes had 
to be paid, the taxpayer succeeded in having 
the assessed value reduced. In the stipula- 
tion, there was an accrual for each year to 
the amount finally assessed. 


The stipulation met with the approval of 


division counsel and was submitted to the 
Tax Court which made no adverse com- 
ment. I have referred to this situation in 
that case, in discussing this point with reve- 
nue agents, and I feel that this rule is the 
correct one. Assume property was assessed 
as of April 1, 1950 at $100,000. In 1951 the 
assessed value is reduced to $90,000. The 
correct accrual for 1950 should be the tax 
on $90,000 not that on $100,000. This situa- 


tion differs little from an over- or under- 
accrual. 


The next problem is where the taxpayer 
has objected to the rate. He has paid the 
full amount of tax and in four or five years 
he will receive a refund based upon the 
finding of the court that the budget of the 
taxing authorities provided for funds to 
which they were not lawfully entitled. On 
this point we generally have no argument 
with revenue agents. Because the full amount 
of the tax has been paid, they allow it as 
a deduction in the year of payment under 
the aforementioned General Counsel’s Memo- 
randum and treat the refund as income in 
the year of receipt. We are fortified in this 
argument by the fairly recent case of 
Rothensics v. Electric Storage Battery Com- 
pany, 47-1 ustc J 9106, 329 U. S. 296, where 
the tax involved was paid, a claim for re- 
fund was made and the amount of the 
refund was paid after the year of deduction 
was barred. The Court held the refund to 
be income in the year of receipt. Make 
certain that, in the year of original deduc- 
tion, there was a resulting tax benefit. If 
there was no tax benefit, under Section 


22 (b) (12), the recovery is not taxable 
income. 


The next situation presented is where the 
tax is assessed but not paid. Many revenue 
agents, in the case of personal property 
taxes, have been disallowing the deduction. 
Usually the taxpayer does not initially con- 
test the personal property tax; he simply 
waits until he is sued. It is my feeling that 
the deduction should be allowed in the year 
the tax is actually assessed. Then if the 
taxpayer is sued for it and ultimately pays 
a smaller amount, he should take into in- 
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come in the later year the amount saved. 
This rule of law definitely follows from the 
1180 East 63rd Street Building Corporation 
case I referred to above. There the Court 
specifically held that although the taxes 
were not paid when due, they were deducti- 
ble when assessed. In the year of the settle- 
ment the difference, to the extent that there 
had been a tax benefit, was treated as tax- 
able income. Accordingly, where after as- 
sessment no protest of any kind is made 
and it is not until the taxpayer and the 
taxing authority have gone to court, the full 
deduction should be allowed in the assess- 
ment year and the savings taken up as 
income in the year of settlement. 


No discussion of how to handle disputed 
taxes is complete without reference to the 
case of Dixie Fine Products Company v. 
Commissioner, 44-1 ustc $9127, 320 U. S. 
516, which, because of the Bureau interpre- 
tation, has served to muddle the law in 
many respects. In that case, the taxpayer 
contended that a particular solvent was not 
gasoline and that it was not subject to a 
gasoline tax thereon. In 1936 it paid the 
tax assessed and commenced litigation to 
enjoin further collection. In 1937 it paid no 
gasoline taxes, but it did accrue on its 
books, what the liability would have been, 
had it owed the tax. In 1938 the state was 
permanently enjoined from collecting the 
tax on the solvent. The Court held that 
the accrual in 1937 was improper because 
of the existence of this active contest against 
the tax. The holding merely followed the 
general rule that you cannot accrue an ex- 
pense which you are actively claiming you 
do not owe at all. It is not authority for 
either (1) the proposition that you cannot 
accrue a tax which you are not contesting 
but have simply not paid, or (2) the proposi- 
tion that you cannot accrue a tax which 
you are contesting merely as to amount 
without denying liability. Do not be mis- 


lead by the case or the Bureau rulings based 
on it. 


Litigation 


So much for disputed real and personal 
property taxes. The third and final topic 
relates to items of income or expense in- 
volved in a law suit. 


When you commence a suit against some- 
one, you lay the facts before your attorney 
and he attempts, in the initial complaint or 
petition, to set forth facts supporting all 
of the various theories of law under which 
you are entitled to recover. Similarly, if 
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you are defending such a suit, your attor- 
ney, in the answer, will set up all of your 
defenses. Assuming that such a suit goes 
to trial and a jury verdict for a round sum 
is rendered, you often cannot tell whether 
the amount which you have received is in- 
come or a return of capital, or whether what 
you must pay is expense or a capital item. 
The general rule is that you look to the 
original documents to determine what the 
nature of the law suit was. If one of the 
causes of action is for an amount which 
would be treated as taxable income and you 
cannot prove that the full amount recovered 
was not based on that particular count, the 
Commissioner will include that amount in 
your income and you will be powerless to 
dispute the inclusion. The same rule works 
when you lose the case. If the Commis- 
sioner determines that, based upon the 
pleadings, it is in effect a payment for a. 
capital asset, he will treat it as such and 
will not allow it to be deducted as ordinary 
expense. 


I do not intend to go into the various 
cases which have attempted to analyze the 
results of law suits from the standpoint of 
whether the amounts paid or received are 
ordinary income or expense or capital items. 
I merely wish to point out to you certain 
ways of preventing this problem from aris- 
ing. 


If the dispute has actually gone to trial, 
the attorneys for both sides should bear in 
mind the income tax consequences of a de- 
cision either way. If it is going to jury, they 
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should arrange to have a special verdict 
showing how much damages were allowed 
on each count. The counts should be so 
framed that there can be no dispute as to 
what each count means taxwise. If the case 
is being submitted to a judge without a 
jury, he too should be asked to arrive at a 
certain amount for each count rather than 
award an over-all amount. 


Approximately 95 per cent of all matters 
that start out as law suits end up in a com- 
promise between the parties without going 
to trial. At the time this agreement is en- 
tered into, it is very important to explain 
and set forth exactly what each amount 
involved actually represents. It is of inter- 
est to both parties to see that this is done. 


The general rule is that you cannot accrue 
as income or expensé an item which is in 
litigation. Only when the litigation has been 
finally determined does the matter come 
into either income or expense. This date 





of final determination is in some cases dif- 
ficult of ascertainment. If the matter is 
settled, as a general rule the year of the 
settlement agreement controls and the fact 
that payments may be made over a period 
of time is immaterial. If the matter has 
gone to trial and a judgment is entered, the 
year in which the income or expense should 
be accrued is the year in which the judg- 
ment becomes final; not necessarily the date 
of entry or the judgment. It is always pos- 
sible that a motion for a new trial or an 
appeal will be filed and the accrual date for 
the winner is the date on which the right 
to appeal expires. However, if you lost the 
case, the accrual date is when you have 
finally determined that you will not appeal. 


This general subject matter of items in 
dispute is one which most of us would 
greatly prefer never to come into contact 
with, but I hope this discussion today is 
of help to you. [The End] 





EXEMPTION FOR CANAL WORKERS NOT A PRECEDENT 


Bowing to a decision of the United 
States Court of Claims, the Bureau has 
issued I. T. 4098, which revokes I. T. 
3701 and which exempts from taxation 
the annuities granted by Public Law 319 
to workers who constructed the Panama 
Canal. 


The Bureau, however, announced that 
while it will follow the court’s decision 
in Dewling v. U. S., 52-1 ustc J 9143, with 
respect to amounts paid under Public 
Law 319, it will not consider that case as 
a precedent in the disposition of any case 
not involving amounts paid under that law. 


In the Dewling case, the court held 
the annuities to be a gift of the United 
States in recognition of the arduous 
work ‘connected with the canal’s con- 
struction. Pointing out that 30 years or 
more had elapsed between the rendering 
of the services and the passage of the 
Act of May 29, 1944, the court held 
that it was passed not to fulfill a legal 
obligation but as a token of the gratitude 
of Congress. 


A dissenting opinion in the Dewling 
case points up why the Bureau will not 
consider the case a precedent in any 
case not involving amounts paid under 
the law. 
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Questions raised by the dissenting 
opinion are: (1) Why should these annu- 
ities be exempt from taxation as “gifts” 
because the government was under no 
legal obligation to make the payments 
when employee bonuses paid gratuitously- 
by private industry are subject to tax? 
(2) Why should the annuities paid these 
former civil servants be exempt from tax 
when annuities paid under the Civil 
Service Retirement Act are subject to 
tax? (3) How is the fact explained that 
when Congress intends that annuities, 
retirement pay and similar allowances 
created by it are to be exempt from tax, 
it makes a specific statutory exemption 





as in the Railroad Retirement Act, the 
World War Veterans Act of 1935 and 
Code Section 22 (b) (5), which exempts 
pensions and other allowances of mem- 
bers of the armed forces received for 
service-connected injuries or sickness? 
(4) Although the government, as a tax- 
exempt employer in this case, had no 
occasion to classify the payments as 
gifts or compensation whereas employers 
through classifying bonus payments as 
compensation can deduct them as busi- 
ness expenses, why should the receiver 
of the payment be treated more gen- 
erously, for tax purposes, than he would 
have been treated had his employer been 
a taxpayer? 
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State’s Power and Constitutional Limita- 
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Supplee-Biddle Hardware 
U. S. v.... Aug. p. 647. 


Supreme Court Redefines Public Policy, 
The. Aug., p. 641. 


Survey of Types of Supplementary Com- 
pensation for Executives, A. Nov., p. 878. 


Sutherland, William A. and Asbill, Mac, Jr. 
—Patronage Refunds by Exempt Co- 
operatives Under the Revenue Act. Oct., 
Dp. 775. 


Switlik, Stanley ... June, p. 443; Oct., p. 
802; Dec. p. 958. 
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Tax Accounting and Abnormal Income. 
June, p. 409. 


Tax Accounting for Long-Term Contracts. 
Jan., p. 37. 


Tax Effects of the Billion Dollar Flood 
Loss. Feb., p. 89. 


Tax-Free Reorganizations and the New 
Corporation Tax Ceiling. Oct., p. 809. 
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Jan., p. 27. 


tors’ Offices. Feb., p. 120. 


Taxation of American Income and Ameri- 


can Business in Germany. Sept., p. 707. 


Taxed Tax-Free Transfer, The. Jan., p. 33. 
Tebbens, A. T.—Refund Possibilities Under 


the Revenue Act of 1951. Apr., p. 254. 


Textile Mills Securities Corporation v. 
Commissioner ... Feb., p. 149. 


Thurston, Troy G.—Relief Provisions of 


the 1950 Excess Profits Tax Act. July, 
p. 560. 


Tops and Dolls—or Gifts to Minors. Dec., 
p. 987. 


Tower... Dec., p. 995. 


Transferee Liability 

Analysis of Transferee Liability, An. 
Oct., p. 806. 

Highlight Developments of the Year. 
Dec., p. 958. : 

Recovery of Taxes*Paid by Trans- 
ferors. Apr., p. 257. 

Taxed Tax-Free Transfer, The, Jan., 
p. 33. 


Treatment of Interest on Overassessments, 
The. Oct., p. 795. 


Tucker, Martin—Federal Tax Problems of 
Domestic Corporations Performing Serv- 
ices Overseas. Sept., p. 697. 
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Uniformity of State Income Taxation. Mar., 


p. 184. 


United Kingdom Tax Treaty and Its Effect 
on United States Artists. Apr., p. 274. 
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Valuation 
Good Will on Changing from a Corpo- 
rate to Noncorporate Form. Aug., p. 


623. 
LIFO Method of Inventory Valuation. 
May, p. 343. 


New Approach to Buy-and-Sell Agree- 
ments, A. Oct., p. 821. 

Valuation .. for Pennsylvania Capital 
Stock and Franchise Taxes. Jan., 
p. 17. 


Valuation of Estate Interests. July, 


p. 535. 
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1022. 


Visintainer ... Dec., p. 995. 
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p. 53. 
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der Section 127. May, p. 376. 


Waterman, Irwin G. — Partnerships and 
Joint Ventures v. Profit Sharing Employ- 
ment Contracts. Oct., p. 811. 


Weissbarth, Arthur—Foreign Inventor’s 
Tax Burden, The. Sept., p. 713. 


Welsch, Godfrey W.—LIFO Method of 
Inventory Valuation. May, p. 343. 
Wentz, Peter L.—Excess Profits Tax: Part 


II, Its Philosophy and Implementation. 
Dec., p. 1016. 


Wentz, Roy A.—Excess Profits Tax Relief 
in the Tax Court. 


Feb., p. 101. 
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2. The owner is: (If owned by a corporation, its 
name and address must be stated and also immedi- 
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holders owning or holding 1 percent or more of 
total amount of stock. If not owned by a corpora- 
tion, the names and addresses of the individual 
owners must be given. If owned by a partnership 
or other unincorporated firm, its name and address, 
as well as that of each individual member, must 
be given.) Commerce Clearing House, Inc., Chicago, 
Illinois; C. Corporation System, Wilmington, 
Delaware; The Corporation Trust Company, Jersey 
City, New Jersey; The Corporation Trust Company, 
New York, New York; Eddy & Company, New 
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Wolkstein, Harry W.—Income Tax Deduc- 
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Chicago, Ilinois; Thorndale Farms, Inc., Millbrook, 
New York. 
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Federal Tax Calendar 


January 15—— 


Due date of final payment of 1952 calen- 


dar-year estimated tax by individuals 
who have previously made declarations. 
Due date of full payment of estimated 
tax for calendar year 1952 by farmers 
who are not filing final returns by the 
end of January and by individuals (other 
than farmers) who for the first time are 
required to make declarations of esti- 
mated tax, unless election is made to file 
a final return for the calendar year 1952 
and pay all of the unpaid tax on or 
before January 15, 1953. 


Due date, by general extension, of returns 


for the fiscal year ended July 31, 1952, 
in the case of (1) foreign partnerships, 
(2) foreign corporations which main- 
tain offices or places of business in the 
United States, (3) domestic corpora- 
tions which transact their business and 
keep their records and books of accounts 
abroad, (4) domestic corporations whose 
principal income is from sources within 
the possessions of the United States 
and (5) American citizens residing or 
traveling abroad, including persons in 
the military or naval service on duty 
outside the United States. (Regulations 
111, Section 29.53-3(a).) Forms: (1) 
Form 1065; (2)-(4) Form 1120; (5) 
Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal years ending 
August 31, 1952, in the case of fidu- 
ciaries for estates and trusts, but not 
returns of the beneficiaries or other dis- 
tributees of such estates or trusts. 
(Regulations 111, Section 29.53-3(b).) 


Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for December. Form 957, 


Due date for delivery to local collector 
of internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 


of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. 


In the case of an estate, due date of 


fourth quarterly payment of income 
tax for calendar year 1952 where in- 
stallment-payment method of payment 
was elected. (Regulations 111, Section 
29.56-1 (b) (3).) 


January 31—— 


Returns for excise taxes due for Decem- 


ber. Forms 726, 727, 728, 728(a), 
729, 932. 


Employers’ quarterly returns and pay- 


ment (by depositary receipts or cash) 
of the following taxes for the fourth 
quarter of 1952: (1) employees’ tax 
withheld under Code Section 1401, (2) 
employers’ tax under Code Section 1410 
and (3) income tax on wages with- 
held under Code Section 1622. With 
respect to such taxes for December, the 
employer may either include with his 
return (Form 941) direct remittance to 
the collector or attach to such return 
a depositary receipt for the amount 
validated by a federal reserve bank. 
Where the return on Form 941 is ac- 
companied by depositary receipts (Form 
450), showing timely deposits, in full 
payment of the taxes due for the entire 
first quarter, the return may be filed 
on or before February 10. (Regula- 
tions 116, Sections 405.601, 405.606.) 


Due date in the case of farmers for filing ° 


the final return of income and paying 
the full amount of the tax due for the 
calendar year 1952 in order to elimi- 
nate the penalty for not having filed a 
declaration of estimated tax for 1952 on 
or before January 15, 1953. 


Last day for employer to furnish each 
employee with a statement on Form 
W-2 of wages paid during 1952 and the 
total amount of the taxes deducted and 
withheld from wages under Code Sec- 


tions 1400 and 1622. (Regulations 116, 


Section 405.501 (b).) 
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yn, education, management —treat troublesome 
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punches are pulled—nothing is “slanted.” Issued 
mthly; subscrip tion rate—$6 a year. Sample copy 
equest. 
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